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The explanations and examples in this publication re-
flect the interpretation by the Internal Revenue Service
(IRS) of:

« Tax laws enacted by Congress,
« Treasury regulations, and
¢ Court decisions.

However, the information given does not cover every
situation and is not intended to replace the law or
change its meaning.

The publication covers some subjects on which a
court may have made a decision more favorable to tax-
payers than the interpretation of the Service. Until
these differing interpretations are resolved by higher
court decisions or in some other way, this publication
will continue to present the interpretation of the Service.

All taxpayers have appeal rights within the Service
and may appeal to the courts when they do not agree
with the interpretations taken by the Service. For a dis-
cussion on appeal procedures, see The Examination
and Appeals Process in this publication.



Introduction

This publication contains infor-
mation about the federal tax laws
that apply to businesses. It de-
scribes the four major forms of
business organization—sole pro-
prietorship, partnership, corpora-
tion, and S corporation—and ex-
plains the tax responsibilities of
each.

The Tax Guide for Small Busi-
ness is divided into eight parts.
The first part contains general in-
formation on business organiza-
tion and accounting practices.
Part Il discusses the tax aspects
of accounting for the assets used
in a business.

Parts Il and IV explain how to
figure your business income for
tax purposes. They describe the
kinds of income you must report
and the different types of busi-
ness deductions you can take.

Part V discusses the rules that
apply when you sell or exchange
business assets or investment
property. It includes chapters on
the treatment of capital gains and
losses, and on involuntary con-
versions, such as theft and casu-
alty losses. The chapters in Part

VI contain some specific tax con-
siderations for each of the four
major forms of business
organization.

Part VII looks at some of the
credits that can reduce your in-
come tax, and some of the other
taxes you may have to pay in ad-
dition to income tax. It also dis-
cusses the information returns
that may have to be filed. The last
part, Part VIII, shows how to fill
out the main income tax forms
businesses use.

The information in this publi-
cation applies to many different
kinds of businesses. However,
the publication does not discuss
foreign corporations, insurance
companies, collapsible corpora-
tions, personal holding compa-
nies, banks, regulated invest-
ment companies, small business
investment companies, real es-
tate investment trusts, foreign
sales corporations (FSCs), and
integrated oil companies. It also
does not discuss bankruptcy or
corporate reorganizations and
acquisitions.

The problems related to farm-
ing and commercial fishing are
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covered in two other tax informa-
tion publications. If you operate a
farm or a fishing business, you
should obtain a copy of Farmer’s
Tax Guide (Publication 225) or
Tax Guide for Commercial Fish-
erman (Publication 595).

For information on the individ-
ual income tax, you may want to
see the companion volume to this
publication, Your Federal Income
Tax (Publication 17).

In addition to these publica-
tions, the Internal Revenue Ser-
vice has many other tax publica-
tions that may be of interest to
you. Most of them are concerned
with particular areas of tax law,
such as depreciation, selling a
home, rental property, retirement
income, or installment sales. You
will find references to many of
these publications throughout
this publication. They are all
available free from the Forms
Distribution Center for your area.
Use the order blank at the end of
this publication.

Other federal agencies also
publish publications and pam-
phlets designed to assist small
businesses. For a list of federal

publications that are for sale write
to:

Superintendent of Documents
U.S. Government Printing
Office

P.O. Box 371954

Pittsburgh, PA. 15250-7954

If you want information from
the Small Business Administra-
tion (SBA) on setting up a small
business, call 1-800-827-5722.

We welcome your sugges-
tions for future editions of this
publication. Please send your
ideas to:

Internal Revenue Service
Technical Publications
Branch (PC:FP:P)

1111 Constitution Ave. N.W.
Washington, DC 20224

We respond to many letters
by telephone. Therefore, it would
be helpful if you include your area
code and daytime phone number
along with your return address. m

The following items highlight a
number of administrative and tax
law changes for 1994.

Higher earned income credit.
The maximum earned income
credit has been increased from
$2,364 in 1993 to $2,528 in
1994. To claim the credit for
1994, you must have earned in-
come (including net earnings
from self-employment) of less
than $25,296, adjusted gross in-
come of less than $25,296, and
meet certain other requirements.

Other earned income credit
changes. The earned income
credit has been expanded to in-
clude those who earn under
$9,000 and do not have a qualify-
ing child. The health insurance
credit and the extra credit for a
child born during the year are no
longer available. For more infor-
mation, see Publication 596,
Earned Income Credit.

Environmental clean-up costs.
You may be able to deduct the
costs of cleaning up land and

treating groundwater contami-
nated with hazardous waste re-
sulting from your business oper-
ations. See Chapter 20.

Standard mileage rate. The
standard mileage rate for 1994 is
29 cents a mile for all business
miles on a passenger automobile
(including vans, pickups, or
panel trucks). See Chapter 16.

Limits on depreciation of busi-
ness cars. The total section 179
deduction and depreciation you
can take on a car that you use in
your business and first place in
service in 1994 is $2,960. Your
depreciation cannot exceed
$4,700 for the second year of re-
covery, $2,850 for the third year
of recovery, and $1,675 for each
later tax year. See Chapters 13
and 16.

Payment voucher for Form
1040. To modernize the federal
tax payment system, this year
the IRS is sending Form 1040—-
V, Payment Voucher, to some
1040 filers. Over the next few

years, IRS will expand the use of
this preprinted payment voucher
to all 1040 filers to process pay-
ments more accurately and
efficiently.

If you have a balance due on
your Form 1040 and you receive
Form 1040-V, use it to make
your payment. Follow the in-
structions that come with the
form.

Electronic deposit of taxes.
Beginning in 1995, taxpayers
whose total deposits of withheld
income, social security, and
Medicare taxes exceeded $78
million during calendar year
1993 are required to deposit
these taxes through TAXLINK
(an electronic funds transfer
(EFT) system).

Taxpayers not required to
make deposits by EFT may en-
roll in the system. The EFT sys-
tem allows taxpayers to make tax
deposits without coupons, paper
checks, or visits to an authorized
depositary. For more informa-
tion, call 1-800-829-5469, or
write to:

IRS

Cash Management Site
Office

Atlanta Service Center
P.O. Box 47669

Stop 295

Doraville, GA 30362

New publication on employer
identification numbers (EINs).
Publication 1635, Understanding
Your EIN, provides general infor-
mation on employer identification
numbers. Topics include how to
apply for an EIN and how to com-
plete Form SS—4.

New Form 1099—C. Beginning in
1994, any debt you owe over
$600 that is canceled by the fed-
eral government, a financial insti-
tution, or a credit union will be re-
ported to you on Form 1099-C,
Cancellation of Debt. See Chap-
ter7.

Tax rates and maximum net
earnings for self-employment
taxes. The self-employment tax
rate on net earnings from self-
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employment for 1994 is 15.3%.
This rate is a total of 12.4% for
social security (old-age, survi-
vors, and disability insurance)
and 2.9% for Medicare (hospital
insurance). In 1994, the maxi-
mum amount subject to the so-
cial security part (12.4%) is
$60,600. There is no maximum
limit on the amount subject to the
Medicare part (2.9%).

For 1995, the tax rate will re-
main at 15.3%. However, the
maximum amount subject to the
social security part (12.4%) in-
creases to $61,200. All net earn-
ings from self-employment are
subject to the Medicare part of
the tax. See Chapter 33.

Tax rates and wage maxi-
mums for social security and
Medicare taxes. The tax rate for
social security and Medicare
taxes for 1994 is 7.65% for both
the employer and the employee
(atotal of 15.3%). The 7.65% tax
is a total of 6.2% for social secur-
ity (old-age, survivors, and disa-
bility insurance) and 1.45% for
Medicare (hospital insurance). In
1994, the maximum wage
amount subject to the social se-
curity part (6.2%) is $60,600.
There is no ceiling on the amount
subject to the Medicare part.

For 1995, the maximum
wage amount subject to the so-
cial security tax (6.2%) increases
to $61,200. All covered wages
are subject to the Medicare tax.
See Chapter 34.

Federal unemployment (FUTA)
tax rate. The gross FUTA tax
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rate remains at 6.2% through
1995.

Payment voucher for Forms
940 or 940-EZ. For 1994, if you
are required to make a payment
of federal unemployment tax with
Form 940 or Form 940-EZ, use
the payment voucher at the bot-
tom of the form. For more infor-
mation, see the instructions for
Form 940 or Form 940-EZ.

Health insurance for self-em-
ployed persons. The 25% de-
duction for health insurance
costs for self-employed persons
expired for tax years beginning
after 1993. See Chapter 18.

Caution: As this publication
was being prepared for print,
Congress was considering legis-
lation to extend this provision.
See Publication 553.

Meal and entertainment ex-
penses. For tax years beginning
after 1993, the deductible portion
of meal and entertainment ex-
penses paid in connection with a
trade or business or for the pro-
duction of income is reduced
from 80 percent to 50 percent.
See Chapter 16.

Travel expenses paid for
others. You generally cannot
deduct travel expenses you pay
or incur for your spouse, depen-
dent, or other individual who ac-
companies you on business
travel. See Chapter 16.

Club membership dues. No
deduction is allowed for dues
paid or incurred after 1993 for

membership in any club organ-
ized for business, pleasure, rec-
reation, or any other social
purpose.

Lobbying expenses. Beginning
in 1994, you cannot take a busi-
ness expense deduction for cer-
tain lobbying and political ex-
penses. See Chapter 20.

General business credit. The
following new credits are part of
the general business credit:

Credit for electricity pro-
duced from qualified energy
sources.You are allowed a tax
credit if you produce electricity at
a wind energy facility placed in
service after 1993.

Credit for employer’s por-
tion of social security taxes
paid for an employee’s cash
tips. Beginning after December
31, 1993, a food and beverage
establishment is eligible for a
credit on its portion of social se-
curity and Medicare taxes paid
for an employee’s cash tips in ex-
cess of those treated as wages
under the Fair Labor Standards
Act.

Credit for contributions to
certain community develop-
ment corporations (CDC). If
you make a qualified contribution
to a community development
corporation, you may be eligible
to claim this new general busi-
ness credit.

Indian employment credit.
You may be able to claim this
new general business credit on
qualified wages and employee
health insurance costs you paid

to a qualified employee after De-
cember 31, 1993.

Empowerment zone em-
ployment credit. Beginning af-
ter December 31, 1993, you may
be able to claim the new empow-
erment zone tax credit on quali-
fied wages you paid.

For more information on the
general business credit, see
Chapter 32.

Contributions to qualified re-
tirement plan. The amount of
an employee’s annual compen-
sation that can be taken into ac-
count for determining the allowa-
ble annual contributions for that
employee to a qualified retire-
ment plan has been reduced
from $200,000 to $150,000, in-
dexed for inflation. Generally, the
new limit applies to benefits ac-
cruing in plan years beginning af-
ter December 31, 1993. See
Chapter 11.

Educational assistance pro-
grams. The exclusion from em-
ployees’ income for the cost of
educational assistance pro-
grams expires after December
31, 1994.

Minimum tax depreciation
rules. For purposes of the cor-
porate alternative minimum tax,
the ACE (adjusted current earn-
ings) depreciation adjustment
does not apply to property placed
in service after December 31,
1993. See Chapter 35 for more
information. u

Form W-4 for 1995. You should
make new Forms W-4 available
to your employees and en-
courage them to check their in-
come tax withholding for 1995.
Those employees who owed a
large amount of tax or received a
large refund for 1994 may need
to file a new Form W-4. See
Chapter 34.

Investing in small business
stock. Beginning in 1998, invest-
ments in certain small business
stock held more than 5 years will
qualify for a special tax benefit. If
you sell or exchange the stock at
a gain, only one-half of the gain
will be subject to federal income
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tax. For information on qualifying
stock, see Chapter 4 of Publica-
tion 550, Investment Income and
Expenses.

Earned income credit. You, as
an employer, must notify em-
ployees who worked for you and
from whom you did not withhold
income tax about the earned in-
come credit. See Chapter 34.

Children employed by parents.
Wages you pay to your children
age 18 and older for services in
your trade or business are sub-
ject to social security taxes. See
Chapter 34.

Employees’ tips. All tips re-
ported by an employee are sub-
ject to the employer portion of the
social security tax. Thus, you
must pay the employer social se-
curity tax on the total amount of
tips and wages up to the social
security maximum. See Chapter
34.

Business use of your home. If
you used part of your home in
1994 for your trade or business
and can deduct the expenses on
Schedule C (Form 1040), you
must figure your deduction on
Form 8829, Expenses for Busi-
ness Use of Home, and attach it
to Form 1040 with Schedule C.

For more information, see Publi-
cation 587, Business Use of Your
Home.

Change of home or business
address. If you change your
mailing address, you should use
Form 8822, Change of Address,
to notify IRS. Be sure to include
your suite, room, or other unit
number. Send the form to the In-
ternal Revenue Service Center
for your old address.

Deferral of additional 1993
taxes. If you filed Form 8841,
Deferral of Additional 1993
Taxes, with your 1993 tax return,
the second installment is due



April 17, 1995. If you are due a
refund on your 1994 tax return,
you can apply part or all of the re-
fund to the second installment.
See the Form 1040 instructions
for more information.

General business credit. The
following credits, which are part
of the general business credit,
have been extended or are about
to expire.

Targeted jobs credit. This
credit cannot be claimed on
wages paid to individuals hired
after December 31, 1994.

Research credit. This credit
was extended from July 1, 1992,
through June 30, 1995.

Low-income housing
credit. This credit was perma-
nently extended for all tax years
ending after June 30, 1992.

For more information on the
general business credit, see
Chapter 32.

Corporate tax rate increased.
For tax years beginning on or af-
ter January 1, 1993, the maxi-
mum tax rate of 34% is increased
to 35% for corporations with tax-
able income over $10 million.
Corporations with taxable in-
come over $15 million are sub-
ject to an additional tax of 3% of
the excess over $15 million, or
$100,000, whichever is less. The
maximum rate of tax on net capi-
tal gains is also 35%. A schedule
showing the new tax rates is pro-
vided under Figuring Tax in
Chapter 30.

The tax rate for qualified per-
sonal service corporations also
is increased from 34% to 35%.
The personal holding company
tax rate is increased to 39.6% for
tax years beginning on or after
January 1, 1993.

Estimated tax. If you do busi-
ness as a sole proprietor, or you
are a partner in a partnership, or
a shareholder in an S corpora-
tion, you may have to make esti-
mated tax payments. Use Form
1040-ES, Estimated Tax for In-
dividuals. Also, use the Checklist
near the end of this publication to
determine the due dates for mak-
ing the payments.

Corporations that have to
make estimated tax payments
may use Form 1120-W (Work-
sheet), Corporation Estimated
Tax, or Form 1120—(FY), Fiscal
Year Corporation Estimated Tax.
A corporation may also use the
Checklist near the end of this
publication to determine its due

dates for making the payments.
See Chapter 30.

Changes to corporate esti-
mated tax rules. For tax years
beginning after December 31,
1993, a corporation’s estimated
tax payments must be based on
the lesser of:

1) 100% of the tax shown on
the corporation’s return for
the preceding tax year, or

2) 100% of the tax for the cur-
rent year (the current year
tax may be determined on
the basis of actual income or
annualized income).

Additionally, the rules related
to annualizing income have been
changed. See Chapter 30.

Corporate estimated tax pen-
alty. Generally, a penalty ap-
plies to the underpayment of an
installment of estimated tax. The
underpayment of any installment
is the required payment minus
the amount paid by the due date.
See Chapter 30.

Discharge of real property
business indebtedness. Tax-
payers other than C corporations
may elect to exclude from gross
income certain income from dis-
charge of qualified real property
business indebtedness. Gener-
ally, the amount excluded cannot
exceed the taxpayer’s basis in
certain depreciable real property,
and is treated as a reduction in
the basis of that property. See
Chapter 7.

Depreciation. The recovery pe-
riod for nonresidential real prop-
erty placed in service after May
12, 1993, has been lengthened
from 31.5 to 39 years. See Chap-
ter 13.

Section 179 deduction. For
property placed in service in tax
years beginning after 1992, the
limit on the section 179 deduc-
tion is increased from $10,000 to
$17,500. See Chapter 13.

Amortization of goodwill and
certain other intangibles. You
may have to amortize goodwill
and certain other intangible prop-
erty over a period of 15 years.
See Chapter 14.

This amortizable property is
called section 197 property and,
if held for more than one year, it
may qualify for capital gain treat-
ment on its sale or other disposi-
tion. See Chapter 23.

Deductions for clean-fuel vehi-
cles and certain refueling
property. Deductions are al-
lowed for clean-fuel vehicles and
certain clean-fuel vehicle refuel-
ing property placed in service af-
ter June 30, 1993. For more in-
formation, see Chapter 15 in
Publication 535.

Credit for qualified electric ve-
hicles. A tax credit is available
for qualified electric vehicles
placed in service after June 30,
1993. For more information, see
Chapter 15 in Publication 535.

Deduction for dividends re-
ceived on certain public utility
preferred stock changes. The
deduction for dividends received
on the preferred stock of a public
utility under sections 244,
243(c)(1), and 247 of the Internal
Revenue Code has changed as
aresult of the increase in the cor-
porate tax rates. For more infor-
mation, see Dividends-Received
Deduction in Chapter 30.

Form 1099-MISC. If you make
total payments of $600 or more
during the year to another per-
son, other than an employee or a
corporation, in the course of your
business, you must file informa-
tion returns to report these pay-
ments for the year. See Chapter
37.

Penalties. There are various
penalties you should be aware of
when preparing your return. You
may be subject to penalties if
you:

1) Do not file your return by the
due date. This penalty is 5%
for each month or part of a
month that your return is
late, up to 25%.

2

~

Do not pay your tax on time.
This penalty is % of 1% of
your unpaid taxes for each
month, or part of a month af-
ter the date the tax is due,
up to 25%.

Substantially understate
your tax. This penalty is 20%
of the underpayment.

3

~

4) File afrivolous tax return.
This penalty is $500.

5) Fail to supply your social se-
curity number. This penalty
is $50 for each occurrence.

Tax shelter penalties. Tax
shelters, their organizers, their
sellers, or their investors may be
subject to penalties for such ac-
tions as:

1) Failure to furnish tax shelter
registration number. The
penalty for the seller of the
tax shelter is $100; the pen-
alty for the investor in the tax
shelter is $250.

Failure to register a tax shel-
ter. The penalty for the orga-
nizer of the tax shelter is the
greater of 1% of the amount
invested in the tax shelter, or
$500.

Not keeping lists of investors
in potentially abusive tax
shelters. The penalty for the
tax shelter is $50 for each
person required to be on the
list, up to a maximum of
$100,000.

2

~

3

N

Fraud penalty. The fraud
penalty for underpayment of
taxes is 75% of the part of the un-
derpayment due to fraud.

Criminal penalties. You may
be subject to criminal prosecu-
tion (brought to trial) for actions
such as:

1) Taxevasion,

2) Willful failure to file a return,
supply information, or pay
any tax due,

3) Fraud and false statements,
and

4) Preparing and filing a fraud-
ulent return.

Reminders—Before you file
your tax return, be sure to:
Use address label. Transfer
the address label from the tax re-
turn package you received in the
mail to your tax return, and make
any necessary corrections.
Claim payments made. Be
sure to include on the appropri-
ate lines of your tax return any
estimated tax payments and fed-
eral tax deposit payments you
made during the tax year. Also,
you must file a return to claim a
refund of any payments you
made, even if no tax is due.
Attach all forms. Attach all
forms and schedules in se-
quence number order. The se-
quence number is just below the
year in the upper right corner of
the schedule or form. Attach all
other statements or attachments
last, but in the same order as the
forms or schedules they relate to.
Do not attach these other state-
ments to the related form or
schedule.
Fill out self-employment
tax return. Fill out Schedule SE
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(Form 1040) if you had net earn-
ings from self-employment of
$400 or more.

Use correct lines. Enter in-
come, deductions, credits, and
tax items on the correct lines.

Sign and date return. Make
sure the tax return is signed and
dated.

Submit payment. For Forms
1040 and 1120S filers, enclose a
check for any tax you owe. If the
check accompanies your Form
1040, write your social security
number on the check. If the
check accompanies Form
1120S, write your employer iden-
tification number, the tax period,
and the tax form number on the
check. Also include the tele-
phone number and area code
where you can be reached dur-
ing the day. For 1120 filers, de-
posit your tax payment with Form
8109, Federal Tax Deposit
Coupon.

Free tax help. Publication 910,
Guide to Free Tax Services, pro-
vides information on where to get
help in preparing tax returns. It
describes the kind of year-round
services available in resolving
questions on bills, letters, and
notices received from Internal
Revenue Service Centers, as
well as questions on the status of
tax refunds. The publication also
lists free taxpayer information
publications. It gives brief de-
scriptions of their content and a
list of related tax forms and
schedules discussed in the publi-
cation. For information about
getting Publication 910, see Or-
dering publications and forms,
next.

Ordering publications and
forms. To order free publications
and forms, call our toll-free tele-
phone number 1-800-TAX-
FORM (1-800-829-3676). You
can also write to the IRS Forms
Distribution Center nearest you.
Check your income tax package
for the address.

Telephone help. You can call
the IRS with your tax question
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Monday through Friday during
regular business hours. Check
your income tax package or tele-
phone book for the local number
or you can call toll-free 1-800—
829-1040.

Telephone help for hearing-
impaired persons. If you have
access to TDD equipment, you
can call 1-800-829-4059 with
your tax question or to order
forms and publications. See your
tax package for the hours of
operation.

Written tax questions. You can
send written tax questions to
your IRS District Director. If you
do not have the address, you can
get it by calling the toll-free num-
ber. The IRS is working to de-
crease the time it takes to re-
spond to your correspondence. If
you write, the IRS can usually re-
ply within about 30 days.

Tele-Tax. The IRS has a tele-
phone service called Tele-Tax.
This service provides recorded
tax information on approximately
140 topics covering such areas
as filing requirements, employ-
ment taxes, taxpayer identifica-
tion numbers, and tax credits.
Recorded tax information is
available 24 hours a day, 7 days
a week, to taxpayers using push-
button telephones, and during
regular working hours to those
using dial telephones. The topics
covered and telephone numbers
for your area are listed in the
Form 1040 instructions.

Unresolved tax problems. IRS
has a Problem Resolution Pro-
gram for taxpayers who have
been unable to resolve their
problems with the IRS. If you
have a tax problem you have
been unable to resolve through
normal channels, write to your lo-
cal IRS District Director or call
your local IRS office and ask for
Problem Resolution assistance.

Although the Problem Reso-
lution Office cannot change the
tax law or technical decisions, it
can frequently clear up misun-
derstandings that resulted from
previous contacts. For more in-
formation, get Publication 1546,
How to Use the Problem Resolu-
tion Program of the IRS.

Hearing-impaired taxpayers
who have access to TDD equip-
ment may call 1-800-829-4059
to ask for help from Problem
Resolution.

Overdue tax bill. If you receive
a bill for overdue taxes, do not ig-
nore the tax bill. If you owe the
tax shown on the bill, you should
make arrangements to pay it. If
you believe itis incorrect, contact
the IRS immediately to suspend
action until the mistake is cor-
rected. See Publication 594, Un-
derstanding the Collection Pro-
cess, for more information.

Small business workshops.
Workshops are offered for self-
employed or small business
owners who want to learn about
the tax aspects of running their
businesses. For details, call IRS
at the number listed in your tele-
phone directory under U.S. Gov-
ernment and ask for the Tax-
payer Education Coordinator.

Business codes. You must
enter on the appropriate line of
your return a code that identifies
your principal business or pro-
fessional activity. It is important
to use the correct business code,
since this information will identify
market segments of the public for
IRS Taxpayer Education pro-
grams. This information is also
used by the U.S. Census Bureau
for its economic census. See the
sample returns in Part VIII.

Rounding off dollars. You may
round off cents to the nearest
whole dollar on your return and
schedules. To do so, drop

amounts under 50 cents and in-
crease amounts from 50 to 99
cents to the next dollar. For ex-
ample, $1.49 becomes $1 and
$2.50 becomes $3.

If you do round off, do so for
all amounts. However, if you
have to add two or more
amounts to figure the total to
enter on a line, include cents
when adding the amounts and
only round off the total.

Electronic filing. You may be
able to have your tax return filed
electronically instead of on a pa-
per form. This method can be
used by many tax return
preparers and other professional
filers (who do not prepare returns
but use this method to file returns
already completed by taxpay-
ers). These preparers and filers
send tax return information over
telephone lines to an Internal
Revenue Service Center. They
will charge you for this service.
However, by filing electronically,
you may have your refund de-
posited directly into your savings
or checking account.

Electronic filing of federal tax
returns is available to preparers
in all 50 states. Also, in some
states, preparers can file an elec-
tronic state tax return simultane-
ously with the federal return.
Federal/state electronic filing is
offered statewide in Colorado,
Connecticut, Idaho, Indiana,
lowa, Kansas, Louisiana, Maine,
Michigan, Mississippi, Missouri,
New Mexico, New York, North
Carolina, Oklahoma, Oregon,
South Carolina, Utah, West Vir-
ginia, and Wisconsin. It is also of-
fered in limited programs in Ari-
zona, Arkansas, Delaware,
Georgia, Kentucky, Montana,
Nebraska, New Jersey, Rhode
Island, and Virginia. In these
states, check with your preparer
to see if you can participate in the
program. ]




Part One.

The Business
Organization

This Part discusses some of the things you must consider when setting up a
business. The first chapter briefly describes the major forms of business
organization and discusses how each is taxed. The other chapters discuss
recordkeeping, accounting periods, and accounting methods.

1.
Initial
Considerations

Introduction

Once you have decided to start a business,
you must decide what type of business entity
to use. Your decision will depend on legal
and tax considerations. The legal considera-
tions are beyond the scope of this publica-
tion. However, the tax element is discussed
in this chapter. Normally, a business is con-
ducted in the form of either a sole proprietor-
ship, partnership, or corporation.

In the case of a sole proprietorship or a
partnership, the business itself does not pay
any income taxes. The sole proprietor or the
partners include the profits or losses of the
business on their personal income tax re-
turns. Profits of a corporation are taxed both
to the corporation and to the shareholders
when the profits are distributed as dividends.
Also, losses sustained by the corporation
usually are not available to its stockholders.
These two corporate rules do not apply to S
corporations. (S corporations are discussed
in Chapter 31.)

The tax considerations related to the
costs of getting started in a business are dis-
cussed under Going Into Business in Chap-
ter 5.

Topics
This chapter discusses:

» Sole proprietorships

* Partnerships

» Corporations

* S corporations

» Taxpayer identification numbers

Useful Items
You may want to see:

Publication
0 1635 Understanding Your EIN

Form (and Instructions)

0 SS-4 Application for Employer
Identification Number

0 SS-5 Application for a Social
Security Card

0 W-9 Request for Taxpayer
Identification Number and Certification

0 1040 U.S. Individual Income Tax
Return

0 Sch C (Form 1040) Profit or Loss
From Business

0 Sch C-EZ Net Profit From Business

0 1065 U.S. Partnership Return of
Income

0 1120 U.S. Corporation Income Tax
Return

0O 1120-A U.S. Corporation Short-
Form Income Tax Return

0 1120S U.S. Income Tax Return for
an S Corporation

Sole Proprietorships

A sole proprietorship is the simplest form of
business organization. This form of business
has no existence apart from you, the owner.
Its liabilities are your personal liabilities, and
your ownership (proprietary) interest ends
when you die. You undertake the risks of
business to the extent of all your assets,
whether used in the business or used
personally.

Profit or loss. When you figure your taxable
income for the year, you must add in any
profit, or subtract any loss, you have from
your sole proprietorship. You must report the
profit or loss from each of your businesses
operated as a sole proprietorship on a sepa-
rate Schedule C (Form 1040) or Schedule
C-EZ (Form 1040). The amount of this busi-
ness profit or loss is then entered as an item
of profit or loss on your individual income tax
return Form 1040.

If you are a sole proprietor, you are prob-
ably liable for self-employment tax (see
Chapter 33). Also, ordinarily you will have to
make estimated tax payments (see Chapter
28).

Assets. Each asset in your sole proprietor-
ship is treated separately for tax purposes,
rather than as part of one overall ownership
interest. For example, a sole proprietor sell-
ing an entire business as a going concern
figures gain or loss separately on each as-
set. See Chapter 28 for information on the
sale of your sole proprietorship.
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Rules. Other rules explained in this pub-
lication apply to sole proprietorships unless
stated otherwise.

Partnerships

A partnership is not a taxable entity. How-
ever, it must figure its profit or loss and file a
return. A partnership files its return on Form
1065.

A partnership is the relationship existing
between two or more persons who join to-
gether to carry on a trade or business. Each
person contributes money, property, labor,
or skill, and expects to share in the profits
and losses of the business.

For income tax purposes, the term “part-
nership” includes a syndicate, group, pool,
joint venture, or other unincorporated organi-
zation that is carrying on a business and is
not classified as a trust, estate, or
corporation.

A joint undertaking to share expenses is
not a partnership. Mere co-ownership of
property maintained and leased or rented is
not a partnership. However, if the co-owners
provide services to the tenants, then a part-
nership exists.

Partnership agreement. The partnership
agreement includes the original agreement
and any modifications of it agreed to by all
the partners or adopted in any other manner
provided by the partnership agreement. The
agreement or modifications may be oral or
written.

The partnership agreement may be mod-
ified for a particular tax year after the close of
that year, but not later than the date, exclud-
ing any extension of time, for filing the part-
nership return.

Generally, a partner’s share of income,
gain, loss, deductions, or credits is deter-
mined by the partnership agreement.

However, the partnership agreement or
any modification of it will be disregarded if
the allocation to a partner under the agree-
ment of income, gain, loss, deduction, or
credit (or of any item in these categories)
does not have substantial economic effect.

In any matter on which the partnership
agreement, or any modification of it, is silent,
the provisions of local law are treated as part
of the agreement.

Partnerships excluded. If all the members
agree, some partnerships may choose to be
completely or partially excluded from being
treated as partnerships, for federal income
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tax purposes. The exclusion applies only to
certain unincorporated investing partner-
ships and operating agreements where busi-
ness is not actively conducted. It applies to
the joint production, extraction, or use of
property, but not for selling services or prop-
erty produced or extracted. The members of
such an organization must be able to figure
their income without having to figure partner-
ship taxable income.

For more information on partnerships,
see Chapter 29.

Corporations

Corporate profits normally are taxed to the
corporation. When the profits are distributed
as dividends, the dividends are taxed to the
shareholders.

In figuring its taxable income, a corpora-
tion generally takes the same deductions as
a sole proprietorship. Corporations also are
entitled to special deductions that are dis-
cussed in Chapter 30.

A corporation, for federal income tax pur-
poses, includes associations, joint stock
companies, insurance companies, and trusts
and partnerships that actually operate as as-
sociations or corporations.

Organizations of professional people.
Organizations of doctors, lawyers, and other
professional people organized under state
professional association acts are generally
recognized as corporations for federal in-
come tax purposes. A professional service
organization must be both organized and
operated as a corporation to be classified as
one. All of the states and the District of Co-
lumbia have professional association acts.

Unincorporated organizations. Organiza-
tions that are unincorporated and have cer-
tain corporate characteristics are classified
as associations and are taxed as corpora-
tions. These organizations must have asso-
ciates and must be organized to carry on
business and divide any gains from the busi-
ness. In addition, the organizations must
have a majority of the following
characteristics:

1) Continuity of life,

2) Centralization of management,
3) Limited liability, and

4) Free transferability of interests.

Other factors may also be significant in
classifying an organization as an associa-
tion. An organization will be treated as an as-
sociation if its characteristics more nearly re-
semble a corporation than a partnership or
trust. The facts in each case determine
which characteristics are present.

Income tax return. A corporation must file
an income tax return unless it has dissolved.
This applies even if it has ceased doing busi-
ness and has disposed of all of its assets ex-
cept for a small sum of cash retained to pay

Page 6 Chapter 1

state taxes to keep its corporate charter. A
corporation may be required to file a return
for any year following the year in which it has
been dissolved, if it carries on substantial ac-
tivities such as the collection of assets or the
payment of obligations in connection with the
termination of its business affairs.

A corporation with no assets is not re-
quired to file an income tax return after it
stops doing business and dissolves. This is
so even if it is treated as a corporation under
state law for limited purposes connected with
winding up its affairs, such as suing or being
sued. Most corporations file Form 1120 or
Form 1120-A.

Formation. Forming a corporation involves
a transfer of either money, property, or both,
by the prospective shareholders in exchange
for capital stock in the corporation.

If money is exchanged for stock, no gain
or loss is realized by the shareholder or the
corporation. The stock received by the
shareholder has a basis equal to the amount
of money transferred to the corporation by
the shareholder.

If property is exchanged for stock, it may
be a nontaxable exchange of property for
stock, as discussed in Chapter 22. In other
cases, the shareholder who transfers the
property to the corporation will realize a taxa-
ble gain or loss. Under certain circum-
stances, as explained under Sales and Ex-
changes Between Related Parties in
Chapter 23, any gain recognized which ordi-
narily would be a capital gain may have to be
treated as an ordinary gain, and any loss
may be nondeductible.

The gain or loss on a taxable exchange
is figured by comparing the adjusted basis of
the property transferred with its fair market
value at the time of the transfer to the corpo-
ration. This may be a capital gain or loss.
See Chapter 23.

For more information on corporations,
see Chapter 30.

S Corporations

A qualifying corporation may choose to be
generally exempt from federal income tax. Its
shareholders will then include in their income
their share of the corporation’s separately
stated items of income, deduction, loss, and
credit and their share of nonseparately
stated income or loss. A corporation that
makes this choice is an S corporation.

Although it generally will not be liable for
federal income tax, an S corporation may
have to pay a tax on excess net passive in-
vestment income, a tax on capital gains, a
tax on built-in gains, or the tax from recom-
puting a prior year's investment credit. An S
corporation files its return on Form 1120S.

To make the election to become an S cor-
poration, a corporation, in addition to other
requirements, must not have more than 35
shareholders. Also, each shareholder must
consent to the election.

For more information on S corporations,
see Chapter 31.
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Taxpayer Identification
Number

You generally use your social security
number as your taxpayer identification num-
ber. You must put this number on each of
your individual income tax forms, such as
Form 1040 and its schedules.

However, every partnership, corporation
(including S corporations), and certain sole
proprietors must have an employer identifi-
cation number (EIN) to use as a taxpayer
identification number. Sole proprietors must
have EINs if they:

1) Pay wages to one or more employees,
or

2) Must file any pension or excise tax re-
turns, including those for alcohol, to-
bacco, or firearms.

If you are required to have an EIN, in-
clude it along with your social security num-
ber on your Schedule C (Form 1040). If you
are not required to have an EIN, only enter
your social security number in the appropri-
ate space on the form.

Application for identification number. To
apply for a social security number, you
should use Form SS-5. If you are under 18
years of age, you must furnish evidence,
along with this form, of age, identity, and U.S.
citizenship. If you are 18 or older, you must
appear in person with this evidence at a So-
cial Security office. If you are an alien, you
must appear in person and bring your birth
certificate and either your alien registration
card or your U.S. immigration form.

To apply for an EIN, use Form SS—4. This
form is available from IRS and Social Secur-
ity Administration offices.

Payments to others. If you make payments
that require an information return, you must
include the payee’s taxpayer identification
number on the information return. See Chap-
ter 37.

To get the payee’s number, use Form
W-9. This form is available from the IRS. A
payee who does not provide you with an
identification number may be subject to
backup withholding of 31% on the payments
you make.

Penalties. A penalty of up to $50 per re-
turn applies for each failure to comply by the
required due date with certain specified infor-
mation reporting requirements, up to a maxi-
mum of $100,000 for all such failures. Most
of these requirements concern furnishing
and including taxpayer identification num-
bers on returns, statements, and other docu-
ments. See Chapter 37 for more information
on penalties.

New EIN. You may need to get a new EIN if
either the form or the ownership of your busi-
ness changes.

Change in organization. A new EIN is
required for the following changes:

1) A sole proprietorship incorporates;



2) A sole proprietorship takes in partners
and operates as a partnership;

3) A partnership incorporates;

4) A partnership is taken over by one of the
partners and is operated as a sole pro-
prietorship; or

5) A corporation changes to a partnership
or to a sole proprietorship.

A corporation converting to an S corporation
does not need a new EIN.

Change in ownership. Anew EIN is re-
quired for the following changes:

1) You purchase or inherit an existing busi-
ness that you will operate as a sole pro-
prietorship (You cannot use the EIN of
the former owner, even if he or she is
your spouse.);

Chapter 1

2) Yourepresent an estate that operates a
business after the owner’s death; or

3) You terminate an old partnership and

begin a new one.

INITIAL CONSIDERATIONS
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2.

Books and
Records

Topics
This chapter discusses:

 Setting up records

* How to keep records

» Suggestions for effective records

» Requirements for employer records

Useful Items
You may want to see:

Publication

0 463 Travel, Entertainment, and Gift
Expenses

534 Depreciation
583 Taxpayers Starting a Business
917 Business Use of a Car

O 0O oo

946 How To Begin Depreciating Your
Property

Form (and Instructions)

O W-4 Employee’s Withholding
Allowance Certificate

0O W-5 Earned Income Credit Advance
Payment Certificate

0 940 Employer’'s Annual Federal
Unemployment (FUTA) Tax Return

0 940-EZ Employer's Annual Federal
Unemployment (FUTA) Tax Return

You must keep records to correctly figure
your taxes. Your records must be perma-
nent, accurate, complete, and clearly estab-
lish your income, deductions, credits, and
employee information. The law does not re-
quire you to keep your records in any particu-
lar way. However, if you have more than one
business, you should keep a complete and
separate set of books and records for each
business.

Travel expenses. You are required to sup-
port your expenses for travel in connection
with your business with adequate records or
sufficient evidence to prove your own state-
ments. This includes expenses for local
travel, gifts, entertainment, and the business
use of certain listed property.

Adequate records include account
books, diaries, trip sheets, or similar items.
Records written at or near the time you have
the expenses have more value than oral
statements or written records reconstructed
much later.

See Publications 463 and 917 for more
information.
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Listed property. Special rules apply to
listed property. Listed property includes:

1) Any automobile, or other property used
for transportation,

2

~

Property used for entertainment, such
as photographic and video recording
equipment,

3

~

Cellular telephones or similar equip-
ment, and

4

=

Computers and related peripheral
equipment not used exclusively at a reg-
ular business location.

For more information on listed property,
see Publication 534 or Publication 946.

Setting Up
Your Records

When starting a business, you should set up
a system of recordkeeping suitable for your
business. Keep in mind the taxes you will
have to pay and when you will have to pay
them. The Checklist near the end of this pub-
lication lists the due dates of various taxes
that might apply to your business.

Choosing an accounting method and a
tax year. You should set up your books us-
ing an accounting method that clearly shows
your income for the accounting period that is
your tax year. See Chapters 3 and 4.

Choosing a bookkeeping system. You
must decide whether to use a single- or a
double-entry bookkeeping system. The sin-
gle-entry system is simple and easy to main-
tain, but it may not be suitable for everyone.
You may find the double-entry system better
because it has built-in checks and balances
to assure accuracy and control.

Single-entry. The single-entry book-
keeping system is based on the income
statement (profit or loss statement) and in-
cludes only your business income and ex-
pense accounts. It can be a simple and very
practical system if you are just starting a
small business. For tax purposes, this sys-
tem records the flow of income and ex-
penses through the use of a daily summary
of cash receipts and a monthly summary of
cash receipts and disbursements. See Sam-
ple Record System in Publication 583 for an
example of single-entry bookkeeping.

Double-entry. The double-entry book-
keeping system uses journals and ledgers
and is based on both the income statement
and the balance sheet. Transactions are first
entered in a journal and then summary totals
(usually monthly) of the journal entry trans-
actions are entered in ledger accounts.
Ledger accounts include income, expense,
asset, liability, and net worth. Income and ex-
pense accounts are closed at the end of the
annual accounting period. Asset, liability,
and net worth accounts are kept on a perma-
nent basis.

The double-entry system is self-balanc-
ing. Every journal entry is made up of both
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debits and credits and the sum of the debits
must equal the sum of the credits in each
journal entry. After the journal entries are en-
tered in the ledger accounts, the total debits
equal the total credits and the accounts are
in balance.

At the end of each accounting period, fi-
nancial statements may be prepared. These
statements are generally the income state-
ment and the balance sheet. The income
statement reflects the current operations for
the year. The balance sheet shows the finan-
cial position of the business in terms of as-
sets, liabilities, and net worth on a given
date.

Recordkeeping

You should deposit all business receipts in
a separate bank account. If possible, you
should also make all disbursements by
check. In this way, both business income
and business expenses will be well-
documented.

Write checks payable to yourself only
when making withdrawals of income from
your business for your own use. Avoid writ-
ing business checks payable to cash. This
will help you identify which disbursements
are business and which are personal.

If you must write a check for cash to pay a
business expense, include the receipt for the
cash payment in your records. If you cannot
get a receipt for a cash payment, put a state-
ment in your records at the time of the trans-
action to explain the payment.

You should establish a petty cash fund
for small expenses. All business expenses
paid by cash should be clearly supported by
documents showing their business purpose.

Support your entries. Sales slips, invoices,
canceled checks, paid bills, duplicate de-
posit slips, and any other documents that ex-
plain and support entries made in your books
should be filed in an orderly manner and
stored in a safe place. Memorandums or
sketchy records that approximate income,
deductions, or other items affecting your tax
liability will not be considered adequate.

Classify your accounts. Classify your ac-
counts by separating them into five groups:
income, expenses, assets, liabilities, and eg-
uity (net worth). For your assets, you should
record the date of acquisition, cost or other
basis, depreciation, depletion, and anything
else affecting their basis.

Keeping your records. You must keep the
books and records of your business availa-
ble at all times for inspection by the Internal
Revenue Service (IRS). The records must be
kept as long as they may be needed in the
administration of any Internal Revenue law.

Keep records supporting items reported
on a tax return until the period of limitations
for that tax return runs out. Usually, this is the
later of:



1) 3years after the date your return is due
or filed, or

2) 2years after the date the tax was paid.

However, you should keep some records in-
definitely. For example, if you adopt the last-
in first-out (LIFO) method of valuing your in-
ventory or change your accounting method,
records supporting these decisions may be
needed for an indefinite time.

Keep records that support your basis in
property for as long as they are needed to
figure the correct basis of your original or re-
placement property (including capital
improvements).

Keep copies of your tax returns. They will
help you in preparing future tax returns and
in making computations if you later file a
claim for refund. They may also be helpful to
the executor or administrator of your estate
or to the IRS if your original return is not
available.

Microfilm. Microfilm and microfiche repro-
ductions of general books of accounts, such
as cash books, journals, voucher registers,
and ledgers, are accepted for recordkeeping
purposes if they comply with Revenue Pro-
cedure 81-46, in Cumulative Bulletin 1981—
2 on page 621. If your micrographic system
does not meet the requirements of Revenue
Procedure 81-46, you may be subject to
penalties.

Computerized systems. If you maintain
your records with an automated data
processing system, you must be able to pro-
duce legible records from the system to pro-
vide the information needed to determine
your correct tax liability.

You must also keep all machine-sensible
records and a complete description of the
computerized portion of your accounting
system. This documentation must be suffi-
ciently detailed to show the applications be-
ing performed; the procedures used in each
application, or the controls used to ensure
accurate and reliable processing; and con-
trols used to prevent the unauthorized addi-
tion, alteration, or deletion of retained
records. These records must be retained for
as long as they may be material in the admin-
istration of any Internal Revenue law.

See Revenue Procedure 91-59, in Cu-
mulative Bulletin 1991-2 on page 841 for
more information.

Effective Records

Good records are needed for efficient man-
agement, to apply for credit, and to support
all items of income and expense reported on
your tax return. The following suggestions
are provided to help you maintain good
records and show you some ways in which
they may help you to operate your business.

Identify source of income. The money or
property you receive can come from many
sources. Your records should identify the

source of income so that you can show if an
income item is taxable or nontaxable.

Maintain a record of deductible ex-
penses. You may forget expenses when
you prepare your tax return unless you re-
cord them when they occur. You should also
retain the invoice, paid receipt, or canceled
check that supports an item of expense in a
safe, well-organized file.

Figure depreciation deduction. You
should note in a permanent record all busi-
ness assets you can depreciate. Deprecia-
tion allows you to recover the cost of busi-
ness property by deducting part of it each
year on your tax return. You must keep a re-
cord of the cost and other information on
your assets to figure your depreciation de-
duction and any gain or loss upon disposition
of the asset. If the assets are sold or capital
improvements made to them, only a perma-
nent record will show how much of their cost
you have recovered. This information is also
needed to correctly report a disposition of an
asset on your tax return. For more informa-
tion on capital expenses, see Chapter 5. For
information on depreciation, see Chapter 13.
For information on sales and dispositions of
assets, see Chapter 22.

Figure earnings for self-employment tax
purposes. The self-employment tax is part
of the system for providing social security
coverage for people who work for them-
selves. The social security benefits you re-
ceive when you retire, become disabled, or
that will be paid to your family in case of your
death, depend on the amount you contrib-
uted to your social security account based on
your net earnings. Your records should show
how much of your earnings are subject to
self-employment tax and how much self-em-
ployment tax you paid on those earnings.
See Chapter 33.

Support items reported on tax returns. If
any of your tax returns are examined by the
IRS, you may be asked to explain and sup-
port the items reported on them. A complete
set of records will speed up the examination.
Adequate and complete records are always
supported by sales slips, invoices, receipts,
bank deposit slips, canceled checks, and
other documents.

Financial account statements as proof
of payment. If you cannot provide a can-
celed check to prove payment of an expense
item, you may be able to prove it with certain
financial account statements. This includes
account statements prepared by a third party
who is under contract to prepare statements
for the financial institution. To be acceptable,
it must meet the following requirements:

1) Anaccount statement showing a check
clearing is accepted as proof if it shows
the check number, amount, payee
name, and the date the check amount
was posted to the account by the finan-
cial institution.
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2) An account statement prepared by a fi-
nancial institution showing an electronic
funds transfer is accepted as proof if it
shows the amount transferred, payee
name, and the date the transfer was
posted to the account by the financial
institution.

3

~

An account statement prepared by a fi-
nancial institution showing a credit card
charge (an increase to the cardholder’s
loan balance) is accepted as proof if it
shows the amount charged, payee
name, and the date charged (transac-
tion date).

These account statements must show a
high degree of legibility and readability. For
this purpose, legibility is the quality of a letter
or number enabling it to be identified posi-
tively excluding all other letters and num-
bers. Readability is the quality of a group of
letters or numbers enabling it to be recog-
nized as words or complete numbers. How-
ever, this does not mean the information
must be typed or printed.

However, proof of payment of an amount
alone does not establish that you are entitled
to a tax deduction. You should also keep
other documents as discussed in Support
items reported on tax returns, earlier.

Records of Employers

You must keep all your records on employ-
ment taxes (income tax withholding, social
security, Medicare, and federal unemploy-
ment tax) for at least 4 years after the due
date of the return or after the date the tax is
paid, whichever is later. In addition to the fol-
lowing items required for each specific kind
of employment tax, your records should also
contain your employer identification number,
copies of the returns you have filed, and the
dates and amounts of deposits you made.

Income tax withholding. The specific
records you must keep for income tax with-
holding are:

1) Each employee’s name, address, and
social security number.

2) The total amount and date of each wage
payment and the period of time the pay-
ment covers.

3) For each wage payment, the amount
subject to withholding.

4) The amount of withholding tax collected
on each payment and the date it was
collected.

5) If the taxable amount is less than the to-
tal payment, the reason why it is less.

6) Copies of any statements furnished by
employees relating to nonresident alien
status, residence in Puerto Rico or the
Virgin Islands, or residence or physical
presence in a foreign country.

7) The fair market value and date of each
payment of noncash compensation
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made to a retail commission salesper-
son, if no income tax was withheld.

8) For accident or health plans, information
about the amount of each payment.

9) The withholding allowance certificates
(Form W—4) filed by each employee.

10) Any agreement between you and the
employee on Form W-4 for the voluntary
withholding of additional amounts of tax.

11) If necessary to figure tax liability, the
dates in each calendar quarter on which
any employee worked for you, but notin
the course of your trade or business,

and the amount paid for that work.

Copies of statements given to you by
employees reporting tips received in
their work, unless the information shown
on the statements appears in another
item on this list.

13) Requests by employees to have their
withheld tax figured on the basis of their
individual cumulative wages, and any
notice that the request was revoked.

14) The Forms W-5, Earned Income Credit
Advance Payment Certificate, and the

~

12

—

Page 10

amounts and dates of the advance
payments.

An employee’s earnings ledger, which
you can buy at most office supply stores, nor-
mally has space for the information required
initems (1) to (4).

Social security and Medicare taxes. You
must also maintain the following information
in your records on the social security and
Medicare (FICA) taxes of your employees:

1) The amount of each wage payment sub-
ject to social security tax.

2) The amount of each wage payment sub-
ject to Medicare tax.

3) The amount of social security and Medi-
care tax collected for each payment and
the date collected.

4) If the total wage payment and the taxa-
ble amount differ, the reason why they
do.

Chapter2 BOOKS AND RECORDS

Federal Unemployment Tax Act. For fed-
eral unemployment purposes, you must
maintain records containing the following
information:

1) The total amount paid to your employ-
ees during the calendar year.

2) The amount of compensation subject to
the unemployment tax, and why it differs
from the total compensation if they
differ.

3) The amount you paid into the state un-
employment fund.

4) Any other information required to be
shown on Form 940 (or Form 940-EZ).

For information on the employment taxes
you may have to pay, see Chapter 34.



3.

Accounting
Periods

Introduction

Every taxpayer (business or individual) must
figure taxable income and file a tax return on
the basis of an annual accounting period.
Your “tax year” is the annual accounting pe-
riod you use for keeping your records and re-
porting your income and expenses. The ac-
counting periods you can use are:

1) Acalendar year, or

2) Afiscal year.

You adopt a tax year when you file your first
income tax return. You must adopt your first
tax year by the due date (not including exten-
sions) for filing a return for that year.

The due date for individual and partner-
ship returns is the 15th day of the 4th month
after the end of the tax year. Individuals in-
clude sole proprietors, partners, and S cor-
poration shareholders. The due date for filing
returns for corporations and S corporations
is the 15th day of the 3rd month after the end
of the tax year. If the 15th day of the month
falls on a Saturday, Sunday, or legal holiday,
the due date is the next day that is not a Sat-
urday, Sunday, or legal holiday.

This chapter discusses: the calendar tax
year; the fiscal tax year (including a period of
52 or 53 weeks); the short tax year (including
a change in accounting period); improper tax
years; accounting period restrictions that ap-
ply to partnerships, S corporations, and per-
sonal service corporations; and special situ-
ations that apply to corporations.

Note. Employment taxes are figured on
a calendar year basis. You must use the cal-
endar quarter for withheld income tax and
social security and Medicare taxes. You
must use the calendar year for federal unem-
ployment tax. Employment taxes are dis-
cussed in Chapter 34.

Topics
This chapter discusses:

» Calendar tax years
* Fiscal tax years

» Short tax years

Useful Items
You may want to see:

Publication

0 538 Accounting Periods and Methods

Form (and Instructions)

0 1128 Application To Adopt, Change,
or Retain a Tax Year

0 8716 Election To Have a Tax Year
Other Than a Required Tax Year

0 8752 Required Payment or Refund
Under Section 7519

Tax Year

Your regular accounting period is either a
calendar tax year or a fiscal tax year.

Calendar Tax Year

If you adopt the calendar year for your an-
nual accounting period, you must maintain
your books and records and report your in-
come and expenses for the period from Jan-
uary 1 through December 31 of each year.

If you filed your first return using the cal-
endar tax year, and you later begin business
as a sole proprietor, or become a partnerin a
partnership, or become a shareholder in an
S corporation, you must continue to use the
calendar tax year unless you get permission
to change. See Change in Accounting Pe-
riod, later. You must report your income from
all sources, including your sole proprietor-
ship, salaries, partnership income, and divi-
dends, using the same tax year.

You must adopt the calendar tax year if:

1) You do not keep adequate records,

2) You have no annual accounting period,
or

3) Your present tax year does not qualify
as a fiscal year.

Fiscal Tax Year

A regular fiscal tax year is 12 consecutive
months ending on the last day of any month
except December. A 52-53 week year is a
fiscal tax year that varies from 52 to 53
weeks.

If you adopt a fiscal tax year, you must
maintain your books and records and report
your income and expenses using the same
tax year.

52-53 Week Tax Year

You can elect to use a 52-53 week tax year if
you keep your books and records and report
your income on that basis. If you make this
election, your tax year will always be either
52 or 53 weeks long, and will always end on
the same day of the week. You may choose
to have your year always end on either:

1) The date a specified day of the week
last occurs in a particular month, or

2) The date that day of the week occurs
nearest to the last day of a particular
month.

For example, if you elect a tax year that al-
ways ends on the last Monday in March, then
for the tax year ending in 1995, your tax year
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will end on March 27, 1995. If you elected a
tax year ending on the Monday nearest to the
end of January, then for the tax year ending
in 1995, your tax year will end on January 30,
1995.

You make the election by filing your tax
return for the 52-53 week year and attaching
to it a statement showing:

1) The day of the week on which the tax
year will always end,

2) Whether it will end on the last such day
of the week in the calendar month or on
the date such day of the week occurs
nearest the end of the month, and

3) The month in which or with reference to
which the tax year will end.

Change to a 52-53 week tax year. You
may change to a 52-53 week year that ends
with reference to the end of the same month
with which your present tax year ends, with-
out first getting permission from the IRS. You
must attach the statement, just discussed, to
the tax return for the year for which the elec-
tion is made.

Example. If you now use a calendar year
and want to change to a 52-53 week year
ending on the Friday closest to December
31, prior approval is not needed. You make
the election to change by filing the statement
described above with your return.

Approval required. If you want to
change to a 52-53 week tax year that ends
with reference to the end of a month that is
not the same month in which your old tax
year ended, you must first get approval from
the IRS, as explained later in Change in Ac-
counting Period.

For example, if you use a calendar year
and want to change to a 52-53 week year
ending on the Saturday nearest to the end of
November, you must first get approval from
the IRS.

Change from a 52-53 week tax year. To
change from a 52-53 week year to any other
taxyear, including another 52—-53 week year,
you must first get approval from the IRS.

Short Tax Year

A short tax year is a tax year of less than 12
months. There are two situations that can re-
sultin a short tax year. The first occurs when
you (as a taxable entity) are not in existence
for an entire tax year. The second occurs
when you change your accounting period.
Each situation results in a different way of fig-
uring tax for the short tax year.

Not in Existence Entire Year

A tax return is required for the short period
during which you were in existence. Require-
ments for filing the return and paying the tax
generally are the same as if the return were
for a full tax year of 12 months that ended on
the last day of the short tax year.

Example 1. Corporation X came into ex-
istence on July 1, 1994. It elected the calen-
dar year as its tax year. Corporation X must
file its return by March 15, 1995. The return
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covers the period July 1, 1994, through De-
cember 31, 1994.

Example 2. A calendar year corporation
dissolved on July 23, 1995. It must file its fi-
nal return by October 16, 1995, for the period
January 1 through July 23, 1995.

Example 3. Partnership YZ formed on
September 4, 1994, and elected to use a fis-
cal year ending November 30. Partnership
YZ is required to file its return by March 15,
1995.

Death of individual. When an individual
dies, a tax return must be filed for the dece-
dent by the 15th day of the 4th month after
the close of the individual's regular tax year.

Example. Agnes Jones was a single,
calendar year taxpayer. She died on March
6, 1994. Her last tax return for the period
January 1 through March 6, 1994, must be
filed by April 17, 1995.

Changein Accounting Period

If you change your accounting period, you
figure your tax for the short tax year by plac-
ing your taxable income for the short period
on an annual basis. This computation, and
other rules regarding a change in accounting
period are explained in Publication 538.

IRS approval. You must, with certain excep-
tions, get approval from the IRS to change
your tax year. To get this approval, you must
file a current Form 1128 and enclose a user
fee. This form must be filed by the 15th day
of the 2nd calendar month after the close of
the short tax year. This short tax year begins
on the first day after the end of your present
tax year and ends on the day before the first
day of your new tax year.

Example. You use a calendar tax year
and, in 1994, you want to change to a fiscal
year ending October 31. You must file Form
1128 by December 15, 1994.

Extension to file. If you file Form 1128
after the due date, it is late and will be con-
sidered only if you can show good cause for
filing late. However, applications received
within 90 days of the date required may qual-
ify for an automatic extension. See Exten-
sion of time to file application, under Change
in Accounting Method in Publication 538,
and Revenue Procedure 92-85 (C.B. 1992—
2, C.B. 490).

Husband and wife. A husband and wife
who have different tax years may not file a
joint return. If the husband and wife want the
same tax year so they can file a joint return,
the method of changing a tax year depends
on whether they are newly married. See
Publication 538 for detailed information.

Improper tax year. If you begin your busi-
ness on a date other than the first day of a
calendar month and end it exactly 12 months
from the date it began and this ending date is
other than the last day of the month, you
have not satisfied the requirements for es-
tablishing a calendar year or a fiscal year.
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Nor does the adoption of an accounting pe-
riod ending exactly 12 months from the date
your business began satisfy the require-
ments for a 52-53 week tax year. Because
you have not satisfied the requirements for
either a calendar or a fiscal year, you have
adopted an improper tax year. You must ei-
ther file an amended income tax return on
the basis of a calendar year, or, if you want to
use a tax year other than the calendar year,
you must get approval from the IRS to
change your tax year.

Amended return. To file an amended
return to correct an improper tax year, you
must attach a completed Form 1128 to your
amended income tax return that is filed on a
calendar year basis. Write “FILED UNDER
REV. PROC. 85-15,” at the top of your Form
1128. The form and your amended return
should be filed with the Internal Revenue
Service Center where you filed your original
return.

Partnerships,
S Corporations, and
Personal Service

Corporations

Generally, partnerships, S corporations, and
personal service corporations must use “re-
quired tax years.” The required tax year
does not have to be used if the partnership, S
corporation, or personal service corporation
establishes a business purpose for a differ-
ent period, or makes a section 444 election,
explained later.

Partnerships

A partnership is required to conform its tax
year to its partners’ tax years in the following
way:

1) If a majority interest (aggregate interest
of more than 50%) in partnership capital
and profits is held by one partner, or by
more than one partner with the same tax
year, the partnership must adopt that tax
year.

If there are no partners who own a ma-
jority interest, or if the majority interest
partners do not have the same tax year,
the partnership is required to change to
the tax year of its principal partners. A
principal partner is one who has a 5% or
more interest in the profits or capital of
the partnership.

If neither (1) nor (2) applies, the partner-
ship is required to adopt a tax year that
results in the least aggregate deferral of
income to the partners.
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For more information about the required year
for partnerships, see Publication 538. For
general information on partnerships, see
Chapter 29.

S Corporations

A small business corporation can elect to be
an S corporation. All S corporations, regard-
less of when they became S corporations,
are required to use a calendar tax year, or
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any other tax year for which the corporation
establishes a business purpose or makes a
section 444 election. For general information
on S corporations, see Chapter 31.

Personal Service Corporations
Personal service corporations are required
to use a calendar tax year unless they can
establish a business purpose for a different
period, or make a section 444 election. For
this purpose, a personal service corporation
generally is a corporation in which the princi-
pal activity is the performance of personal
services that are substantially performed by
employee-owners.

Performance of personal services. For
this purpose, any activity that involves the
performance of services in the fields of
health, veterinary services, law, engineering,
architecture, accounting, actuarial science,
performing arts, or certain consulting ser-
vices, is considered to be the performance of
personal services.

For additional information about a per-
sonal service corporation’s tax year, see
Publication 538.

Section 444 Election
Partnerships, S corporations, and personal
service corporations can elect under section
444 to use a tax year that is different from the
permitted tax year. Certain restrictions apply
to this election. In addition, this election does
not apply to any partnership, S corporation,
or personal service corporation that estab-
lishes a business purpose for a different
period.

A partnership, S corporation, or personal
service corporation may make a section 444
election if:

1) Itis nota member of a tiered structure
(see section 1.444-2T of the Income
Tax Regulations),

2) Ithas not previously had a section 444
election in effect, and

3) Itelects a year that meets the deferral
period requirement.

Deferral period. Generally, a partnership, S
corporation, or personal service corporation
may make a section 444 election only if the
tax year it wants to use results in a deferral
period of 3 months or less.

However, an election to change a tax
year from its required year will be allowed
only if the deferral period of the tax year it
wants to use is not longer than the shorter of:

1) Three months, or

2) The deferral period of the tax year being
changed.

For a partnership, S corporation, or personal
service corporation that wants to adopt or
change its tax year by making a section 444
election, the deferral period is the number of
months between the end of the tax year it
wants to use and the close of the required tax
year. If the current tax year is the required tax
year, the deferral period is zero.



Example 1. BD partnership uses a cal-
endar tax year that is also its required tax
year. Because BD’s deferral period is zero,
BD is not able to make a section 444
election.

Example 2. E, a newly formed partner-
ship, began operations on December 1,
1994. E is owned by calendar year partners.
E wants to make a section 444 election to
adopt a September 30 tax year. E’s deferral
period for the tax year beginning December
1, 1994, is 3 months (September 30 to De-
cember 31, 1995).

Making the election. You make a section
444 election by filing Form 8716 with the In-
ternal Revenue Service Center where you
normally file your returns. Form 8716 must
be filed by the earlier of:

1) The due date (without regard to exten-
sions) of the income tax return resulting
from the section 444 election, or

2) The 15th day of the 6th month of the tax
year for which the election will be effec-
tive. For this purpose, count the month
in which the tax year begins even if it be-
gins after the first day of that month.

You must attach a copy of Form 8716 to
your Form 1065 or appropriate Form 1120
for the first tax year for which the election is
made.

Example 1. AB, a partnership, began
operations on September 11, 1994, and is
qualified to make a section 444 election to
use a September 30 tax year for its tax year
beginning September 11, 1994. AB must file
Form 8716 by January 17, 1995, which is the
due date of the partnership’s tax return for
the period September 11, 1994, to Septem-
ber 30, 1994.

Example 2. The facts are the same as in
Example (1) except that AB began opera-
tions on October 21, 1994. AB must file Form
8716 by March 15, 1995, the 15th day of the
6th month of the tax year for which the elec-
tion will first be effective.

Example 3. B is a corporation that first
becomes a personal service corporation for
its tax year beginning September 1, 1994. B
qualifies to make a section 444 election to
use a September 30 tax year for its tax year
beginning September 1, 1994. B must file
Form 8716 by December 15, 1994, the due
date of the income tax return for the short pe-
riod September 1 to September 30, 1994.

Extension of time for filing. You may
qualify for an automatic extension of 12
months to make this election. See Revenue
Procedure 92—85 for more information.

Effect of election. Partnerships and S
corporations that make a section 444 elec-
tion must make certain required payments.
An electing personal service corporation

must make certain distributions. These re-
quired payments and distributions are dis-
cussed later.

Ending the election. The section 444 elec-
tion remains in effect until it is terminated.
The election ends when the partnership, S
corporation, or personal service corporation:

1) Changes to its required tax year,
2) Liquidates,

3) Willfully fails to comply with the required
payments or distributions, or

4) Becomes a member of a tiered
structure.

The election will also end if an S corpora-
tion’s S election is terminated, or a personal
service corporation ceases to be a personal
service corporation. However, if a personal
service corporation that has a section 444
election in effect elects to be an S corpora-
tion, the S corporation may continue the
election of the personal service corporation.
Or, if an S corporation terminates its S elec-
tion and immediately becomes a personal
service corporation, the personal service
corporation may continue the section 444
election of the S corporation.

If the election is terminated, another sec-
tion 444 election cannot be made for any tax
year.

Required payment for partnerships and S
corporations. Partnerships and S corpora-
tions must make a “required payment” for
any tax year that the section 444 election is
in effect and the required payment amount is
more than $500. You also must pay if you
had a required payment for any prior tax year
that was more than $500 and you have a lia-
bility of any amount for that applicable year.

Any tax year that a section 444 election is
in effect, including the first year, is called an
“applicable election year.” This required
payment represents the value of the tax
deferral that the owners receive through the
use of a tax year different from the required
tax year.

Report the required payment on Form
8752. If the required payment is more than
$500 (or the required payment for any prior
tax year was more than $500), pay it when
Form 8752 is filed. If the required payment is
$500 or less, and no payment was required
in a prior year, no payment is required, but
Form 8752 must be filed showing a zero
amount.

When to file. Form 8752 must be filed
and the required payment made (or zero
amount reported) by May 15 of the calendar
year following the calendar year in which the
applicable election year begins. For exam-
ple, if a partnership’s applicable election year
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begins July 1, 1994, Form 8752 must be filed
by May 15, 1995.

Required distributions for personal ser-
vice corporations. If a personal service
corporation makes a section 444 election, it
must distribute certain amounts to em-
ployee-owners by December 31 of each ap-
plicable election year. If it fails to make these
distributions, it may be required to defer cer-
tain deductions for amounts paid to owner-
employees. The amount deferred is treated
as paid or incurred in the following tax year.
For information on the minimum distribu-
tion, see the instructions for Part | of Sched-
ule H (Form 1120), Section 280H Limitations
for a Personal Service Corporation (PSC).

Expeditious Approval

A procedure is provided whereby a partner-
ship, S corporation, or personal service cor-
poration may expeditiously obtain approval
to change its tax year. For information on this
procedure, see Publication 538.

Corporations

A new corporation establishes its tax year
when it files its first income tax return. An S
corporation or a personal service corporation
must use the required tax year rules dis-
cussed earlier to establish its tax year. A
newly reactivated corporation which has
been inactive for a number of years is treated
as a new taxpayer for the purpose of adopt-
ing a tax year.

Changein Tax Year

A corporation (other than an S corporation or
a personal service corporation) generally
may change its tax year under section
1.442-1(c) of the Income Tax Regulations
without first getting the approval of the IRS if
the following conditions are met:

1) It must not have changed its tax year
within the 10 calendar years ending with
the calendar year in which the short tax
year resulting from the change begins,

2) Its short tax year must not be a tax year
in which it has a net operating loss,

3) Its taxable income for the short tax year,
if figured on an annual basis (annual-
ized), is 80% or more of its taxable in-
come for the tax year before the short
tax year, and
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It must not apply to become an S corpo-
ration for the tax year that would imme-
diately follow the short tax year required
to effect the change.

For more information, see Publication
538.

Page 13



4,

Accounting
Methods

Introduction

An accounting method is a set of rules used
to determine when and how income and ex-
penses are reported. Your ‘‘accounting
method” includes not only the overall
method of accounting you use, but also the
accounting treatment you use for any mate-
rial item.

You choose your accounting method
when you file your first tax return. After that, if
you want to change your accounting method,
you must first get consent from the IRS. See
Change in Accounting Method, later.

No single accounting method is required
of all taxpayers. You must use a system that
clearly shows your income and expenses
and you must maintain records that will en-
able you to file a correct return. In addition to
your permanent books of account, you must
keep any other records necessary to support
the entries on your books and tax returns.

You must use the same method from
year to year. Any accounting method that
shows the consistent use of generally ac-
cepted accounting principles for your trade
or business generally is considered to clearly
show income. An accounting method clearly
shows income only if all items of gross in-
come and all expenses are treated the same
from year to year.

If you do not regularly use an accounting
method that clearly shows your income, your
income will be figured under the method that,
in the opinion of the IRS, clearly shows your
income.

Topics
This chapter discusses:
 Allowable methods
« Cash method
¢ Accrual method
» Change in accounting method
Useful Items
You may want to see:
Publication

0 538 Accounting Periods and Methods

Form (and Instructions)

0 3115 Application for Change in
Accounting Method
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Allowable Methods

Generally, you may figure your taxable in-
come under any of the following accounting
methods:

1) Cash method,
2) Accrual method,

3) Special methods of accounting for cer-
tain items of income and expenses, and

4) Combination (hybrid) method using ele-
ments of two or more of the above.

The cash and accrual methods of accounting
are explained later.

Special methods. There are special
methods of accounting for certain items of in-
come or expense such as:

Depreciation, discussed in Chapter 13,

Amortization and depletion, discussed in
Chapter 14,

Deduction for bad debts, discussed in
Chapter 15, and

Installment sales, discussed in Chapter
25.

Combination (hybrid) method. Gener-
ally, you may use any combination of cash,
accrual, and special methods of accounting if
the combination clearly shows income and
you use it consistently. However, the follow-
ing restrictions apply:

1) Ifinventories are necessary to account
for your income, you must use an ac-
crual method for purchases and sales.
You can use the cash method for all
other items of income and expenses.
See Inventories, in the discussion of ex-
penses under Accrual Method, later.

If you use the cash method for figuring
your income, you must use the cash
method for reporting your expenses.
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If you use an accrual method for report-
ing your expenses, you must use an ac-
crual method for figuring your income.

Any combination that includes the cash
method is treated as the cash method, sub-
ject to the limitations applied to that method.

Business and personal items. You may
account for business and personal items
under different accounting methods. Thus,
you may figure the income from your busi-
ness under an accrual method even though
you use the cash method to figure personal
items.

Two or more businesses. If you operate
more than one business, you generally may
use a different accounting method for each
separate and distinct business if the method
you use for each clearly shows your income.
For example, if you operate a personal ser-
vice business and a manufacturing busi-
ness, you may use the cash method for the
personal service business but you must use
an accrual method for the manufacturing
business.
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No business will be considered separate
and distinct if you do not keep a complete
and separable set of books and records for
that business.

Cash Method

The cash method of accounting is used by
most individuals and many small businesses
with no inventories. However, if inventories
are necessary in accounting for your income,
you must use an accrual method for your
sales and purchases. If you are not required
to keep inventories, you usually will use the
cash method. However, see Limits on Use of
Cash Method, later.

Income

With the cash method, you include in your
gross income all items of income you actu-
ally or constructively receive during the year.
You must include property and services you
receive in your income at their fair market
value.

Constructive receipt. You have construc-
tive receipt of income when an amount is
credited to your account or made available to
you without restriction. You do not need to
have possession of it. If you authorize some-
one to be your agent and receive income for
you, you are treated as having received it
when your agent receives it.

Example 1. You have interest credited to
your bank account in December 1994. You
must include it in your gross income for 1994
and not for 1995 when you withdraw it or
enter it in your passbook.

Example 2. You have interest coupons
that mature and are payable in 1994, but you
do not cash them until 1995. You must in-
clude them in income for 1994. You must in-
clude this matured interest in your gross in-
come even though you later exchange the
coupons for other property instead of cash-
ing them.

Delaying receipt of income. You can-
not hold checks or postpone taking posses-
sion of similar property from one tax year to
another to avoid paying the tax on the in-
come. You must report the income in the
year the property is made available to you
without restriction.

Expenses

Usually, you must deduct expenses in the
tax year in which you actually pay them.
However, expenses you pay in advance can
be deducted only in the year to which they
apply. In addition, if the uniform capitalization
rules apply (see Chapter 8), you may have to
capitalize certain costs.

Example. You are a calendar year tax-
payer and you pay $1,000 for a business in-
surance policy that is effective on July 1,
1994, for a one-year period. You may deduct
$500 in 1994 and $500 in 1995.



Limits on Use of
Cash Method

The cash method, including any combination
of methods that includes the cash method,
cannot be used by the following entities:

1) Corporations (other than S
corporations),

2) Partnerships having a corporation (other
than an S corporation) as a partner, and

3) Tax shelters.

Exceptions. An exception allows farming
businesses with gross receipts of $25 million
or less, qualified personal service corpora-
tions, and entities with average annual gross
receipts of $5 million or less to continue us-
ing the cash method. However, these excep-
tions do not apply to tax shelters. For more
general information, see Publication 538.
For more information on the farming excep-
tion, see Chapter 3 in Publication 225.

Accrual Method

Under an accrual method of accounting, in-
come generally is reported in the year
earned, and expenses are deducted or capi-
talized in the year incurred. The purpose of
an accrual method of accounting is to match
your income and your expenses in the cor-
rectyear.

Income

Generally, all items of income are included in
your gross income when you earn them,
even though you may receive paymentin an-
other tax year. All events that fix your right to
receive the income must have happened,
and you must be able to figure the amount
with reasonable accuracy.

Example. You are a calendar year ac-
crual basis taxpayer. You sold a computer on
December 28, 1994. You billed the customer
in the first week of January 1995, but you did
not receive payment until February 1995.
You must include the amount of the sale in
your income for 1994 because you earned
the income in 1994.

Advance income. Special rules dealing
with an accrual method of accounting for ad-
vance payments to you are discussed in
Chapter 7 under Prepaid Income.

Estimating income. When you include an
amount in gross income on the basis of a
reasonable estimate, and you later deter-
mine the exact amount, the difference, if any,
is taken into account in the tax year in which
the determination is made.

Change in payment schedule for ser-
vices. If you contract to perform services for
a basic rate, you must include the basic rate
in your income as it accrues. You must ac-
crue the basic rate even if, as a matter of
convenience, you agree to receive payments

at a lower rate until you complete your ser-
vices, at which time you will receive the dif-
ference between the basic rate and the
amount actually paid to you.

Accounts receivable for services. You
may not have to accrue all of your accounts
receivable if, based on your experience, you
will not collect all of these accounts. This is
called the nonaccrual-experience method.
See section 1.448-2T(b) of the Income Tax
Regulations.

Expenses

You deduct or capitalize business expenses
when you become liable for them, whether or
not you pay them in the same year.

All events test. Before you can deduct or
capitalize the expenses, all events that set
the amount of the liability must have hap-
pened, and you must be able to figure the
amount with reasonable accuracy.

Economic performance rule. Generally,
you cannot deduct business expenses until
economic performance occurs. If your ex-
pense is for property or services provided to
you, or for use of property by you, economic
performance occurs as the property or ser-
vices are provided or as the property is used.
If your expense is for property or services
that you provide to others, economic per-
formance occurs as you provide the property
or services. An exception allows certain re-
curring expenses to be treated as incurred
during a tax year even though economic per-
formance has not occurred.

Example. You are a calendar year tax-
payer and in December 1994 you buy office
supplies. You received the supplies and are
billed for them in December, but you pay for
the supplies in January 1995. You can de-
duct the expense in 1994 because all events
that set the amount of liability and economic
performance occurred in that year.

Your office supplies may qualify as a re-
curring expense. In that case, you may be
able to deduct the expense in 1994 even if
economic performance (delivery of the sup-
plies to you) did not occur until 1995. See
Publication 538 for more information on the
economic performance requirement.

Inventories. Inventories are necessary to
clearly show income when the production,
purchase, or sale of merchandise is an in-
come-producing factor. If inventories are
necessary to show income correctly, only an
accrual accounting method can be used for
purchases and sales. Inventories are dis-
cussed in Chapter 8.

Special Rules for Related
Persons

You cannot deduct business expenses and
interest owed to a related cash basis person
until you make the payment and the corre-
sponding amount is includible in the gross in-
come of the related person. Determine the
relationship, for this rule, as of the end of the
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tax year for which the expense or interest
would otherwise be deductible. If a deduction
is denied under this rule, the rule will con-
tinue to apply even if your relationship with
the person ends before the expenses or in-
terestis includible in the gross income of that
person.

Related persons. For the purpose of apply-
ing this rule, the following are related
persons:

1) Members of the immediate family, in-
cluding only brothers and sisters (either
whole or half), husband and wife, ances-
tors, and lineal descendants.

2) Two corporations that are members of
the same controlled group.

3) The fiduciaries of two different trusts,
and the fiduciary and beneficiary of two
different trusts if the same person is the
grantor of both trusts.

4
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Certain educational and charitable orga-
nizations and a person (if an individual,
including the members of the individu-
al's family) who, directly or indirectly,
controls the organization.

5

=

An individual and a corporation of which
more than 50% of the value of the out-
standing stock is owned, directly or indi-
rectly, by or for that individual.

6) Atrustfiduciary and a corporation of
which more than 50% in value of the
outstanding stock is owned, directly or
indirectly, by or for the trust or by or for
the grantor of the trust.

The grantor and fiduciary, and the fiduci-
ary and beneficiary, of any trust.

8) Any two S corporations if the same per-
sons own more than 50% in value of the
outstanding stock of each corporation.

7
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9) An S corporation and a corporation that
is notan S corporation if the same per-
sons own more than 50% in value of the
outstanding stock of each corporation.

10

=

A corporation and a partnership if the
same persons own more than 50% in
value of the outstanding stock of the
corporation and more than 50% of the
capital interest or profits or profits inter-
est in the partnership.

A personal service corporation and any
employee-owner, regardless of the
amount of stock owned by the em-
ployee-owner.

11

—

Indirect ownership of stock. To decide
whether an individual directly or indirectly
owns any of the outstanding stock of a corpo-
ration, the following rules apply:

1) Stock owned, directly or indirectly, by or
for a corporation, partnership, estate, or
trust is treated as being owned propor-
tionately by or for its shareholders, part-
ners, or beneficiaries.

2

~

An individual is treated as owning the
stock owned, directly or indirectly, by or
forthe individual's family (as defined in
item (1) under Related persons).
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3) Any individual owning (other than by ap-
plying rule (2)) any stock in a corpora-
tion is treated as owning the stock
owned directly or indirectly by that indi-
vidual's partner, and

4) Stock constructively owned by a person
under rule (1), shall, to apply rule (1),
(2), or (3), be treated as actually owned
by that person. But stock constructively
owned by an individual under rule (2) or
(3) will not be treated as actually owned
by the individual for applying either rule
(2) or (3) to make another person the
constructive owner of that stock.

Reallocation of income and deductions.
Where itis necessary to clearly show income
or to prevent evasion of taxes, the IRS may
reallocate gross income, deductions, credits,
or allowances between two or more organi-
zations, trades, or businesses owned or con-
trolled directly or indirectly by the same
interests.

Gains and losses. Gains and losses on
sales or exchanges between related parties
are discussed in Chapter 23. For information
on losses from sales or exchanges of prop-
erty between partners and partnerships, see
Chapter 29.
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Changein
Accounting Method

When you file your first return, you may, with-
out consent from the IRS, choose any per-
mitted accounting method. The method you
choose must be used consistently from year
to year and clearly show your income.

After your first return is filed, if you want to
change your accounting method, you must
first get consent from the IRS. This is neces-
sary to notify the IRS that a change is being
made and to prevent you from gaining an un-
lawful tax advantage.

The IRS will consider the need for consis-
tency in the accounting area against your
reason for wanting to change your account-
ing method when the method from which you
are changing clearly shows your income.

If you request a change in accounting
method (such as from an improper to a
proper method), the absence of IRS consent
to the change does not prevent the IRS from
imposing any penalty or addition to tax, nor
diminish the amount of the penalty or the ad-
dition to tax.

A change in your accounting method in-
cludes a change not only in your overall sys-
tem of accounting but also in the treatment of
any material item. Some examples of
changes that require consent are:
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1) Achange from the cash method to an
accrual method or vice versa (unless
you must change to an accrual method
and you make the change
automatically),

2) Achange in the method or basis used to
value inventories, and

3

~

A change in the method of figuring de-
preciation (except certain changes to
the straight line method as explained in
Chapter 13).

Automatic change to accrual method. If
you are required to change from the cash
method to an accrual method, discussed
earlier under Limits on Use of Cash Method,
you are not required to have prior approval
from the IRS to make this change.

Form 3115. Although this change to an
overall accrual method is considered auto-
matic, you must complete and file Form 3115
no later than the due date (including exten-
sions) for filing your income tax return. At-
tach Form 3115 with the applicable user fee
to your income tax return. For more informa-
tion, see Publication 538.

Accounting change information. For in-
formation about the procedures to change
your accounting method, see Publication
538.



Part Two.

Business
Assets

Whether you are starting a new business or are continuing a going one, you
probably need to acquire property to use in your business. The cost of this
property becomes part of the capital investment in your business. This Part
discusses the kinds of costs that must be capitalized and how to figure the

basis of your business assets.

5.
Capital Expenses

Introduction

You must capitalize, rather than deduct,
some costs. These costs are considered a
part of your investment in your business and
are called “capital expenses.” There are, in
general, three types of costs that must be
capitalized:

1) Going into business,
2) Business assets, and

3) Improvements.

These costs are discussed later. This chap-
ter and the next discuss the treatment of cap-
ital expenses.

Cost of goods sold. If your business manu-
factures products or purchases them for re-
sale, some of your costs are for the products
you sell. You use these expenses to figure
the cost of goods you sold during the year.
Subtract cost of goods sold from total sales
to figure gross profit for the year. If you use
an expense to figure cost of goods sold, you
cannot deduct it again as a business ex-
pense. See the Chapters in Part 3 for more
information on gross profit and the cost of
goods sold. See Chapter 8 for a discussion
of the uniform capitalization rules that apply
to property produced for sale or purchased
for resale.

Business expenses. Most of the other op-
erating costs of your business can be de-
ducted from gross profit when figuring in-
come or loss for the year. These operating
costs are known as business expenses.
Some of the business expenses that are de-
ductible are advertising, office supplies, in-
surance premiums, employee wages, utili-
ties, rent, and property taxes. See the
chapters in Part 4 for information on deduct-
ing business expenses, including the limits
on what can be deducted. Also, see Chapter
8 for a discussion of the uniform capitaliza-
tion rules that apply to property produced for
sale or purchased for resale.

Topics
This chapter discusses:

« Kinds of capital expenses
» Business assets
» Going into business

« Costs you can choose to deduct or
capitalize

Useful Items
You may want to see:

Publication
0 534 Depreciation
0 535 Business Expenses

Form (and Instructions)

0O 6765 Credit for Increasing Research
Activities (or for claiming the orphan
drug credit)

Kinds Of Capital
Expenses

Generally, three kinds of costs must be
capitalized:

1) Business assets. The cost of any asset
that you will use in your business for
more than one year is a capital expense.
There are many different kinds of busi-
ness assets—for example, land, build-
ings, machinery, trucks, books, furni-
ture, patents, and franchise rights. You
must capitalize the full cost of the asset,
including freight and installation
charges. Business assets are discussed
later in this chapter.

If you produce certain property for
use in your trade or business, capitalize
the production costs. See section
1.263A of the Income Tax Regulations
for information on the uniform capitaliza-
tion rules.

2) Going into business. The costs of get-
ting started in business, before you ac-
tually begin business operations, are all
capital expenses. This may include the
cost of such things as advertising,
travel, utilities, repairs, and employees’
wages. These are often the same kind
of expenses that you could deduct if you
had them after you opened for business.
The costs of going into business are dis-
cussed later in this chapter.
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3) Improvements. The costs of making
improvements to a business asset are
also capital expenses if the improve-
ments add to the value of the asset, ap-
preciably lengthen the time you can use
it, or adapt it to a different use. However,
normal repair costs are deducted as
business expenses and are not capital-
ized. Ordinarily, add the cost of the im-
provement to the basis of the improved
property. The cost of the improvement is
recovered through annual depreciation
deductions. See Chapter 13.

Examples of improvements are new
electric wiring, a new roof, a new floor,
new plumbing, bricking up windows to
strengthen a wall, and lighting
improvements.

Restoration plan. Capitalize the cost of
reconditioning, improving, or altering your
property as part of a general restoration plan
to make it suitable for your business. This ap-
plies even if some of the work would by itself
be classified as repairs.

Basis. When you make a capital expense,
your cost becomes a part of “basis.” Basis is
a way of measuring your investment in your
business and its assets for tax purposes. It is
used in many ways—to figure gain or loss on
a sale, to figure the amount of a casualty
loss, to figure depreciation deductions, etc.

Your original basis in an asset is the
amount you must spend to acquire it. But
even if it does not cost you anything to ac-
quire a business asset—for example, if you
inherit it or get it as a gift—you will still have a
basis in the asset. While you own the asset,
various events may take place that will
change your basis in the property. Some
events, such as improvements or additions,
increase basis. Others, such as casualty
losses or depreciation deductions, decrease
basis.

For more information on figuring basis,
see Chapter 6.

Recovery. Although you generally cannot
directly deduct a capital expense, you can
often “recover” your cost (i.e., subtract it
from income) one part at a time over a num-
ber of years. This is done by deducting a per-
centage of basis each year under one of the
following methods:

1) Depreciation. Depreciation is used to
recover capital expenses for most tangi-
ble business assets.
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2) Amortization. Amortization is used to
recover only certain kinds of capital ex-
penses, such as some research costs,
business start-up costs, and the cost of
pollution control facilities.

Depletion. Depletion is used to recover
the cost of an economic interest in tim-
ber, minerals, and other natural
resources.

3

~

You can choose to deduct in one tax year
a limited amount of what you spend to ac-
quire certain tangible property for use in a
trade or business instead of treating this
amount as a capital expense. The maximum
amount you can deduct is $17,500. See
Section 179 Deductionin Chapter 13.

Depreciation is discussed in Chapter 13.
Amortization and depletion are covered in
Chapter 14.

If you do not completely recover a capital
expense through depreciation, amortization,
or depletion, you can usually recover the bal-
ance when you sell or otherwise give up
ownership of your business assets. Basis is
subtracted from the amount you realize on a
sale to figure gain or loss (see Chapter 22).
Basis is also the starting point for figuring
gain or loss if a business asset is stolen or
destroyed (see Chapter 26). If you abandon
the asset, you also use basis to figure your
loss. See Dispositions in Publication 534.

Replacements. Like the cost of improve-
ments, you may not deduct the cost of a re-
placement that stops deterioration and adds
to the life of your property. It should be capi-
talized and depreciated.

Treat amounts you pay to replace parts of
a machine that only keep it in a normal oper-
ating condition like repairs. You can deduct
them as business expenses. However, if
your equipment has a major overhaul, you
capitalize and depreciate the expense.

Capital expenses or deductible ex-
penses. To help you distinguish between
capital expenses and deductible expenses,
several different items are discussed below.

Business motor vehicles. You usually
capitalize the cost of a motor vehicle you buy
to use in your business. You can recover its
cost through annual deductions for
depreciation.

There are dollar limits on the amount of
depreciation you may claim each year for
passenger automobiles you place in service
for your business. See Chapter 13.

Repairs you make to your business vehi-
cle are deductible. However, amounts you
pay for reconditioning and overhaul of busi-
ness vehicles are capital expenses.

Roads and driveways. The cost of
building a private road on your business
property and the cost of replacing a gravel
driveway with a concrete one are capital ex-
penses which you may be able to depreciate.
The cost of maintaining a private road on
your business property is deductible as an
ordinary and necessary business expense.

Tools. Unless the uniform capitalization
rules apply, amounts spent for tools used in
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your business are deductible expenses if the
tools have a life expectancy of less than one
year.

Machinery. Unless the uniform capitali-
zation rules apply, the cost of replacing
short-lived parts of a machine to keep it in
good working condition and not to add to its
life is deductible as an ordinary and neces-
sary expense.

See section 1.263A of the Income Tax
Regulations for information on the uniform
capitalization rules.

Heating equipment. The cost of chang-
ing from one heating system to another is a
capital expense and not a deductible one.

Business Assets

A business usually owns property that it
uses, directly or indirectly, to earn its income.
Property that is used in this way is a business
asset. Business assets are classified as tan-
gible or intangible, real or personal.

All the costs of getting a business asset
that is ordinarily used for more than one year
are capital expenses. This includes the cost
of freight, installation, and testing. It also in-
cludes the costs of building an asset your-
self. See Chapter 6.

Tangible and intangible property. A busi-
ness asset may be tangible property—such
as a warehouse, lathe, desk, truck, or tool—
or it may be intangible property—such as a
trademark, customer list, franchise, promis-
sory note, or goodwill. Tangible property is
property that can be felt or touched. Its physi-
cal features are what make it useful to you.
Intangible property is property that is not tan-
gible. Documents that are merely represen-
tations of value (such as stock certificates) or
evidence of rights (such as patents) are in-
tangible property.

Real and personal property. Tangible bus-
iness assets are further classified as either
real or personal property. Real property is
land and anything fixed to the land—for ex-
ample, fences, parking lots, buildings, or
trees. Everything else is personal property—
for example, furniture, office equipment, ve-
hicles, and supplies. Components of build-
ings—such as air conditioning, plumbing,
and furnaces—may be real or personal prop-
erty, depending on state law.

Going Into Business

When you get ready to go into business, you
probably will have a number of different
costs. For example, you may:

1) Travel to line up customers and
suppliers,

2) Conduct market surveys, or begin to ad-
vertise your business,

3) Pay salaries or fees for executives, con-
sultants, and other professional
services,
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4) Begin to hire and train employees, or

5) Analyze available facilities, labor, sup-
plies, etc.

However, because your business has not yet
started active operations, you are not al-
lowed to deduct these kinds of costs as ex-
penses. These costs, start-up costs, must be
amortized. To be amortizable, a start-up cost
must meet the following tests:

1) It must be a cost that you could deduct if
it were paid or incurred to operate an ex-
isting trade or business.

2) It must be paid or incurred by you before
you actually begin business operations.

If you buy business assets. The costs con-
nected with acquiring a business asset be-
come part of your basis in the asset. For ex-
ample, a lawyer’s fee for negotiating a lease
becomes part of your basis in the lease. The
cost of a land survey for real estate you plan
to buy becomes a part of your basis in the
property once you acquire it.

If your attempt to acquire a business as-
set is not successful, you can deduct, as a
capital loss, the costs you had in the attempt.
You can take this loss whether or not you
eventually go into business.

If you fail to go into business. If your at-
tempt to go into business is not successful,
the expenses you had in trying to establish
yourself in business fall into two categories:

1) The costs you had before making a de-
cision to acquire or begin a specific busi-
ness. These costs are personal and
nondeductible. They include any costs
incurred in the course of a general
search for, or a preliminary investigation
of, a business or investment possibility.

2) The costs you had in your attempt to ac-
quire or begin a specific business.
These costs are capital expenses and
can be deducted as a capital loss.

The costs of any assets you acquired
during your unsuccessful attempt to go into
business are a part of your basis in the as-
sets. You cannot take a deduction for these
costs.

If you go into business. When you go into
business, all the costs you had to get your
business started are treated as capital ex-
penses and are a part of your basis in the
business. Any costs that are for particular as-
sets can generally be recovered through de-
preciation deductions. Other expenses gen-
erally cannot be recovered until you sell or
otherwise go out of business.

However, you can choose to amortize
certain costs that you have in setting up your
business. These costs are deducted as ex-
penses in equal amounts over a period of 60
months or more. The costs you can amortize
include:

1) Business start-up costs,
2) Organizational costs for a corporation,



3) Organizational costs for a partnership,
and

4) The cost of acquiring a lease.

See Chapter 14 for more information on bus-
iness start-up costs and organizational costs
of a corporation or partnership. See Chapter
12 for more information on amortizing the
cost of a lease.

Costs You Can Choose
To Deductor To
Capitalize

There are certain costs that you can choose
either to deduct or to capitalize. The choice
you make depends on when it is best for you
to recover your costs.

If you deduct a cost as an expense, you
“recover” it in full by subtracting it from
income.

If you capitalize a cost, you may be able
to “recover” it through a section 179 deduc-
tion, a deduction for clean-fuel vehicles or
certain refueling property, or periodic deduc-
tions for depreciation, amortization, or
depletion.

For a discussion on the section 179 de-
duction and depreciation, see Chapter 13;
for a discussion on amortization and deple-
tion, see Chapter 14; for a discussion on the
deduction for clean-fuel vehicles and certain
refueling property, see Chapter 15 in Publi-
cation 535.

Or you may recover the cost when you
sell the asset you bought and figure your
gain or loss.

See Publication 551, Basis of Assets for
a discussion of the uniform capitalization
rules that apply to property produced for sale
or use in a trade or business.

The costs that you can choose to deduct
or to capitalize include:

« Certain carrying charges on property (un-
less the uniform capitalization rules apply),

« Research and experimental costs,

“Intangible” drilling and development
costs for oil, gas, and geothermal wells,

Exploration costs for new mineral
deposits,

Mine development costs for a new mineral
deposit,

« Costs of increasing the circulation of a
newspaper or a periodical, and

« Costs of removing architectural and trans-
portation barriers to people with disabilities
and the elderly.

The decision to capitalize or to deduct
costs belongs to the business entity, that is—
the sole proprietor, partnership, corporation,
estate, or trust. Individual partners, share-
holders, and beneficiaries do not make the
choice themselves (except for exploration
costs for a new mineral deposit).

For individuals, partners, beneficiaries,
and S corporation shareholders, most of the

costs listed above, except carrying charges
and costs of removing architectural and
transportation barriers to disabled and eld-
erly people, are adjustments or tax prefer-
ence items. These items are subject to the
alternative minimum tax if they are deducted
on your tax return.

Items you deduct over an optional write-
off period are not treated as tax preference
items. For more information, see Optional
Write-Off for Certain Expenditures in the in-
structions for Form 6251.

Carrying charges. Carrying charges are the
taxes and interest you pay to carry or de-
velop real property or to carry, transport, and
install personal property. Certain carrying
charges must be capitalized under the uni-
form capitalization rules. (For more informa-
tion, see Chapter 6.) In addition, you can
choose to capitalize carrying charges not
subject to the uniform capitalization rules,
but only if they are otherwise deductible.

You can make a separate choice to capi-
talize carrying charges for each project you
have and for each type of carrying charge.
For unimproved and unproductive real prop-
erty, your choice is good for only one year.
You must make a new choice each year the
property remains unimproved and unproduc-
tive. For other property, your choice to capi-
talize carrying charges remains in effect until
construction, development, or installation is
completed (or, for personal property, the
date you first use it, if later).

How to make the choice. To make the
choice to capitalize a carrying charge, write a
statement saying which charges you choose
to capitalize. Attach it to your original tax re-
turn for the year the choice is to be effective.

Research and experimental costs. The
cost of research and experimentation that is
reasonable is generally a capital expense.
However, you can choose to deduct some of
these costs as a current business expense.

This choice applies to the reasonable
costs of research and development arising
from laboratory or experimental procedures.
It includes the cost of developing or improv-
ing a product, a formula, an invention, a plant
process, an experimental or pilot model, or
something similar. It also includes the cost of
any research or experimental work carried
on for you by someone else (such as a re-
search institute, foundation, engineering
company, or similar contractor). It does not
apply to market research, management
surveys, or normal product testing. It also
does not apply to the costs of acquiring or im-
proving land or depreciable property. (For a
definition of research and experimental
costs, that applies to tax years beginning af-
ter October 3, 1994, see Research and ex-
perimental costs defined, later.)

The choice you make applies to all your
research and experimental costs. You can-
not choose to deduct some of these ex-
penses and capitalize others.

However, if you do not choose to deduct
your research and experimental costs cur-
rently, you have other choices. You can
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choose to treat certain research and devel-
opment costs as deferred expenses and
amortize them over a period of at least 60
months, beginning with the month that you
first receive an economic benefit from the re-
search. See Research and Experimental
Costs in Chapter 14. You can also choose to
deduct them over the 10-year period begin-
ning with the tax year they were paid or
incurred.

How to make the choice. To choose to
deduct research and experimental costs cur-
rently, claim them as an expense deduction
on your income tax return for the year in
which you first have them.

If you want to make this choice after the
first year, you must get the permission of the
Internal Revenue Service (IRS). File Form
3115.

Research credit. You may qualify for a
credit on some or all of your research and ex-
perimental costs no matter how you treat
them. You must reduce the amount you de-
duct or capitalize by the amount of the credit,
unless you choose to take a reduced credit.
See the instructions for Form 6765.

Research and experimental costs de-
fined. Fortax years beginning after October
3, 1994, research and development costs
are reasonable costs you incur in your trade
or business that are the experimental or lab-
oratory portion of research and development
costs. This includes all costs incident to the
development or improvement of a product.
(See Product, later.) It also includes the
costs of obtaining a patent (i.e., attorneys’
fees in making and perfecting a patent
application).

Costs qualify as research or experimen-
tal costs depending on the nature of the ac-
tivity the costs relates to, rather than the na-
ture of the product or the improvement being
developed or the level of technological ad-
vancement represented.

Costs are the experimental or laboratory
portion of research and development costs if
they are for activities intended to discover in-
formation that would eliminate uncertainty
concerning the development or improve-
ment of a product. Uncertainty exists if the
information available to you does not estab-
lish the capability or method for developing
or improving the product or the appropriate
design of the product.

Research and experimental costs do not
include expenses for:

1) Quality control testing,

2) Efficiency surveys,

3) Management surveys,

4) Consumer surveys,

5) Advertising or promotions,

6) The acquisition of another's patent,
model, production or process, or

7
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Research in connection with literary,
historical, or similar projects.

Product. For tax years beginning after

October 3, 1994, the term ‘‘product”
includes:
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1) Any pilot model,
2) Process,

3) Formula,

4) Invention,

5) Technique,

6) Patent, or

7) Similar property.

It also includes products used by you in your
trade or business or held for sale, lease, or
license.

Drilling and development costs. The
costs of developing oil, gas, or geothermal
wells are ordinarily capital expenses. They
can usually be recovered through deprecia-
tion or depletion. However, you can choose
to deduct as current business expenses cer-
tain drilling and development costs for wells
located in the United States in which you
hold an operating or working interest. For
more information, see Chapter 11 in Publi-
cation 535.
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Exploration costs. If the costs of determin-
ing the existence, location, extent, or quality
of any mineral deposit lead to the develop-
ment of a mine, they ordinarily are capital ex-
penses. You can recover these costs
through depletion as the mineral is removed
from the ground. However, you can choose
to deduct the costs of exploration in the
United States (except those for oil, gas, and
geothermal wells) if you paid or incurred
them before the development stage began.
For more information, see Chapter 11 in
Publication 535.

If you do not choose to deduct your explo-
ration costs currently, you can choose to de-
duct them over the 10-year period beginning
with the tax year they were paid or incurred.

Development costs. You can deduct costs
paid or incurred during the tax year for devel-
oping a mine or any other natural deposit
(other than an oil or gas well) located in the
United States if the costs are paid or incurred
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after the discovery of ores or minerals in
commercially marketable quantities. Devel-
opment costs include those incurred by a
contractor on your behalf. They do not in-
clude costs for depreciable improvements.

You can also choose to deduct your de-
velopment costs over the 10-year period, be-
ginning with the tax year they were paid or
incurred.

For more information on development
costs, see Chapter 11 in Publication 535.

Costs of removing barriers to disabled
and elderly people. The cost of animprove-
ment to a business asset is normally a capital
expense. However, you can choose to de-
duct a limited amount of your expenses for
making a building, public transportation vehi-
cle, or other facility more accessible and use-
able by those who are disabled or elderly.
For more information, see Chapter 11 in
Publication 535.



6.
Basis of Assets

Introduction

Basis is the amount of your investment in
property for tax purposes. Use the basis of
property to figure gain or loss from the sale or
other disposition of property. Also use it to
figure the deduction for depreciation, amorti-
zation, depletion, and casualty losses.

This chapter is divided into three
sections:

« Cost Basis,
¢ Adjusted Basis, and

¢ Other Basis.

The basis for inventories is discussed in
Chapter 8.

The basis of property you buy is its cost. If
you use the asset in a trade or business or an
activity conducted for profit, capitalize (add
to basis) many direct and indirect costs.

Your original basis in property is in-
creased or decreased (adjusted) for certain
events. If you make improvements to the
property, this increases your basis. If you
take deductions for depreciation or casualty
losses, this reduces your basis.

You cannot determine your basis in some
assets by cost. This includes property you
receive as a gift or inheritance. It also applies
to property received in an involuntary ex-
change, and certain other circumstances. If
you acquire property by inheritance, receive
a gift of property, or have property trans-
ferred to you from a spouse or former
spouse, see Other Basis in Publication 551.

If you sell or exchange your property, fig-
ure your gain or loss on the transaction.
Compare the amount realized from the sale
or exchange to the adjusted basis of the
property you transferred. The amount real-
ized is the money you received, plus the fair
market value of any other property you re-
ceived. For information on sales and ex-
changes, see Chapter 22.

To figure depreciation, use “unadjusted
basis.” For information on depreciation, see
Chapter 13.

As a partner, you must know the basis of
your interest in the partnership to figure your
allowable deduction for partnership losses.
You also must know your basis if you dis-
pose of all or part of your interest in the part-
nership. For information on partnerships,
see Chapter 29.

If any of your debts were canceled by a
creditor, or were discharged because you
became bankrupt, the basis of your assets
might be affected. For more information, see
Publication 908.

Topics

This chapter discusses:
* Cost basis
 Adjusted basis
 Other basis

Useful Items
You may want to see:

Publication
0 378 Fuel Tax Credits and Refunds
0 525 Taxable and Nontaxable Income

0 544 Sales and Other Dispositions
of Assets

0 551 Basis of Assets
0 908 Tax Information on Bankruptcy
0 917 Business Use of a Car

Form (and Instructions)
0 8594 Asset Acquisition Statement

Cost Basis

The basis of property you buy is usually its
cost. The cost is the amount you pay in cash
or in other property or debt obligations. Your
cost includes amounts you pay for:

1) Salestax,

2) Freight,

3) Installation and testing,
4
5

O =

Excise taxes,

Legal fees (when they must be
capitalized),

~

6
7
8

~

Revenue stamps,

~

Recording fees, and

~

Real estate taxes (if assumed for the
seller).

In addition, the cost basis of real estate and
business assets may include other items.

Loans with low or no interest. If you buy
business or investment property on any time-
payment plan that charges little or no inter-
est, the basis of your property is your stated
purchase price, less the amount considered
to be unstated interest. You generally have
unstated interest if your interest rate is less
than the applicable federal rate. See Un-
stated Interestin Chapter 25.

Real Property

If you buy real property, certain fees and
other expenses you pay are part of your cost
basis in the property.

Real estate taxes. If you buy real property
and agree to pay certain taxes the seller
owed on it, treat the taxes you pay as part of
your cost. You may not deduct them as taxes
paid.

If you reimburse the seller for taxes the
seller paid for you, you can usually deduct
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that amount. Do not include that amount in
the cost of the property.

Settlement costs. Recording and legal fees
are some of the settlement or closing costs
included in the basis of property. Some
others are:

1) Abstract fees,

2) Charges for installing utility services,
3) Surveys,

4) Transfer taxes,

5) Title insurance, and

6) Any amounts the seller owes but which
you agree to pay, such as back taxes or
interest, recording or mortgage fees,
charges for improvements or repairs,
and sales commissions.

You must reasonably allocate these fees or
costs between land and improvements, such
as buildings, to figure the basis for deprecia-
tion of the improvements. Allocate the fees
according to the fair market values of the
land and improvements at the time of
purchase. Settlement costs do not include
amounts placed in escrow for the future pay-
ment of items such as taxes and insurance.

Expenses paid to obtain a mortgage. If
you pay a deductible expense to obtain a
mortgage, you generally must capitalize and
deduct the expense ratably over the term of
the mortgage. Do not add the expense, such
as points (prepaid interest), to the basis of
the related property.

Points on home mortgage. Special
rules may apply to the amounts you and the
seller pay as points when you obtain a mort-
gage to purchase your main home. If these
amounts meet certain requirements, you can
deduct them in full as points for the year in
which they are paid. If you deduct seller-paid
points, reduce your purchase price by that
amount when determining your basis. For
more information, see Points in Publication
936, Home Mortgage Interest Deduction.

Nondeductible expenses. Any nonde-
ductible expenses you pay to purchase real
property, such as an appraisal fee for your
home or other nonbusiness property, you
generally add to the basis of the property.
Other expenses such as fire insurance pre-
miums cannot be added to the basis of the

property.

Assumption of a mortgage. If you buy
property and assume an existing mortgage
on the property, your basis includes the
amount you pay for the property plus the
amount to be paid on the mortgage you
assume.

Example. If you buy a building and make
a down payment for $20,000 and assume a
mortgage of $80,000 on it, your basis is
$100,000.

Constructing nonbusiness assets. If you
build nonbusiness property (i.e., a home), or
have assets built for you, the expenses you
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pay for this construction are part of your cost
basis. Some of these expenses include:

1) Land,

2) Materials and supplies,

3) Architect’s fees,

4) Building permits,

5) Payments to contractors,

6) Payments for rental equipment, and
7) Inspection fees.

In addition, if you own a business and use
your employees, material, and equipment to
construct a nonbusiness asset, your cost ba-
sis would also include:

1) Employee compensation paid for the
construction work,

2) Depreciation deductions on equipment
you own while itis used in the
construction,

3) Operating and maintenance costs for
equipment used in the construction, and

4) The cost of business supplies and
materials consumed in the construction.

Do not deduct these expenses which you
must capitalize (include in the asset’s basis).
Also, reduce your basis by any jobs credit,
Indian employment credit, or empowerment
zone employment credit allowable on the
wages you pay in (1). Do not include the
value of your own labor, or any other labor
you did not pay for, in the basis of any prop-
erty you construct.

Business Assets

If you purchase property to use in your busi-
ness, your basis usually is its actual cost to
you. However, if you construct, build, or oth-
erwise produce property, you may be subject
to the uniform capitalization rules (discussed
later) to determine the basis of the property.

Example 1. Dale White is an indepen-
dent contractor. He purchased a building for
his business. He used it to store his construc-
tion equipment. His basis in the building is its
cost to him.

Example 2. Assume the same facts asin
Example 1 except, instead of purchasing the
building, Dale had his employees construct
the building. He must determine his basis in
the building under the uniform capitalization
rules.

Uniform Capitalization Rules

The uniform capitalization rules specify the
costs you add to basis in certain
circumstances.

Who must use. You must use the uniform
capitalization rules if you:

1) Produce real property or tangible per-
sonal property for use in a trade or busi-
ness or an activity engaged in for profit,

2) Produce real property or tangible per-
sonal property for sale to customers, or

3) Acquire property for resale.

Page 22

Chapter6 BASIS OF ASSETS

You produce property if you construct, build,
install, manufacture, develop, improve, cre-
ate, raise, or grow the property. Treat prop-
erty produced for you under a contract as
produced by you up to the amount you pay or
otherwise incur for the property. Tangible
personal property includes films, sound re-
cordings, video tapes, books, art work, or
similar property.

Under the uniform capitalization rules,
you capitalize direct costs and an allocable
part of most indirect costs incurred due to
production or resale activities. You must in-
clude certain expenses you have during the
year in the basis of property you produce or
in your inventory costs, rather than deduct
them as a current expense. You will recover
these costs through depreciation, amortiza-
tion, or cost of goods sold when you use, sell,
or otherwise dispose of the property.

Any cost that you could not use to figure
your taxable income for any tax year is not
subject to the uniform capitalization rules.

Exceptions. The uniform capitalization
rules do not apply to certain property. This
includes:

1) Property you produce that you use for
personal or nonbusiness purposes.

2) Qualified creative expenses incurred by
an individual as a free-lance writer, pho-
tographer, or artist.

3) Property you produce under a long-term
contract.

4

=

Research and developmental expenses
allowable as a deduction under section
174 of the Internal Revenue Code.

5

~

Costs for personal property acquired for
resale if your (or your predecessor’s) av-
erage annual gross receipts do not ex-
ceed $10 million.

More information. For more information on
the uniform capitalization rules, see the regu-
lations under section 263A of the Internal
Revenue Code.

Intangible Assets

Intangible assets include goodwill, patents,
copyrights, trademarks, trade names, and
franchises. The basis of an intangible asset
is usually its cost. If you acquire multiple as-
sets for a lump-sum, for example a going
business, see Allocating the Basis, later, to
figure the basis of the individual assets.

Patents. The basis of a patent you get for
your invention is the cost of development,
such as research and experimental expendi-
tures, drawings, working models, and attor-
neys’ and governmental fees. If you deduct
the research and experimental expenditures
as current business expenses, you cannot
include them in the cost of the patent. The
value of your time spent on an invention is
not part of the basis.

Copyrights. If you are an author, the basis
of the copyright for your work usually will be

your cost of getting the copyright, plus copy-
right fees, attorneys’ fees, clerical assis-
tance, and the cost of plates that remain in
your possession. Do not include in the basis
the value of your time as the author, or any
other person’s time you did not pay for.

Franchises, trademarks, and trade
names. If you buy a franchise, trademark, or
trade name, the basis is its cost, unless you
can deduct your payments as a business
expense.

Allocating the Basis

If you buy multiple assets for a lump sum, al-
locate the amount you pay to each of the as-
sets you receive. Make this allocation to fig-
ure your basis for depreciation and gain or
loss on a later disposition of any of these as-
sets. See Trade or business acquired, later.

Group of assets acquired. If you buy multi-
ple assets for a lump sum, you and the seller
may agree to a specific allocation of the
purchase price to each asset in the sales
contract. If this allocation is based on the
value of each asset, and the sale is an arm’s-
length transaction, the allocation generally
will be accepted. However, see Trade or
business acquired, next.

Trade or business acquired. If you acquire
a group of assets that is a trade or business,
allocate the purchase price to the various as-
sets acquired.

Make the allocation among the assets in
proportion to (but not in excess of) their fair
market value on the purchase date in the fol-
lowing order:

1) Cash, demand deposits, and similar
accounts,

2) Certificates of deposit, U.S. Govern-
ment securities, readily marketable
stock or securities, and foreign
currency,

3) All other assets except section 197 in-
tangibles, and

4) Section 197 intangibles.

Agreement. If you and the seller agree in
writing to allocate the consideration, or to al-
locate the fair market value of any asset, the
agreement is binding on both you and the
seller unless the IRS determines either to be
inappropriate.

Reporting requirement. Both the buyer
and seller of a trade or business must report
to the IRS the allocation of the sales price
among section 197 intangibles and the other
business assets. Use Form 8594 to provide
this information. The buyer and seller should
each attach Form 8594 to their federal in-
come tax returns for the year in which the
sale occurred.

Land and buildings. If you buy buildings
and the land on which they stand for your
business and you pay a lump sum, allocate
the basis of the whole property among the
land and the buildings so you can figure the



depreciation allowable on the building. See
Chapter 13.

When you allocate your cost between
land and buildings or among the lots, the
amount used as the basis of each asset is
the ratio of the fair market value of that asset
to the fair market value of the whole property
at the time you get it. If you are not certain of
the fair market values of land and buildings,
you may allocate the cost among them
based on their assessed values for real es-
tate tax purposes.

Demolition of building. Add demolition
costs and other losses incurred for the dem-
olition of any building to the basis of the land
on which the demolished building was lo-
cated. Do not claim it as a current deduction.

Subdivided lots. If you buy a tract of land
and subdivide it, allocate the basis to the in-
dividual lots based on the fair market value of
each lot to the total price paid for the tract.
This allocation is necessary because you
must figure the gain or loss on the sale of
each individual lot. As a result, you do not re-
cover your entire cost in the tract until you
have sold all of the lots.

Future development costs. Certain
procedures explain how to get permission to
add to the basis of each lot the estimated fu-
ture cost of qualified development expenses.

For sales you made after December
31,1992, of lots on which development work
is not complete, see Revenue Procedure
92-29. However, if you received explicit con-
sent from the IRS to use Revenue Proce-
dure 75-25 (amplified in Revenue Proce-
dure 78-25), you may continue to use this
revenue procedure for sales of lots covered
by the consent, including sales occurring af-
ter December 31, 1992.

Use of erroneous cost basis. If you
made a mistake in figuring the cost basis of
subdivided lots that you sold in previous
years, you may not correct the mistake for
years for which the statute of limitations has
expired. Figure the cost basis of any remain-
ing lots by allocating the original cost basis of
the entire tract among the original lots.

Example. You bought a tract of land to
which you assigned a cost of $15,000. You
subdivided the land into 15 building lots of
equal size and equitably divided your cost
basis so that each lot had a basis of $1,000.
You treated the sale of each lot as a separate
transaction and figured gain or loss sepa-
rately on each sale.

Several years later you determine that
your original cost basis in the tract was
$22,500 and not $15,000. You sold 8 lots us-
ing $8,000 of basis in years for which the
statute of limitations has expired. You now
may take $1,500 of basis into account for fig-
uring gain or loss only on the sale of each of
the remaining 7 lots ($22,500 basis divided
among all 15 lots). You cannot refigure (to
$1,500) the basis of the 8 lots sold in tax
years barred by the statute of limitations.

Adjusted Basis

Before figuring any gain or loss on a sale, ex-
change, or other disposition of property or
figuring allowable depreciation, depletion, or
amortization, you must usually make certain
adjustments (increases and decreases) to
the basis of the property. The result of these
adjustments to the basis is the adjusted
basis.

Increases to Basis

Increase the basis of any property by all
items properly added to a capital account.
This includes the cost of any improvements
having a useful life of more than one year
and amounts spent after a casualty to re-
store the damaged property.

Rehabilitation expenses also increase
basis. However, you must subtract any reha-
bilitation credit allowed for those expenses
before you add them to your basis. If you
have to recapture any of the credit, increase
your basis by the amount of the recapture.

If you make additions or improvements to
business property, keep separate accounts
for them. Also, depreciate the basis of each
according to the depreciation rules in effect
when you place the addition or improvement
in service. For more information, see Chap-
ter 13.

Some items added to the basis of prop-
erty are:

1) The cost of extending utility service lines
to the property,

2) Legal fees, such as the cost of defend-
ing and perfecting title,

3) Legal fees for obtaining a decrease in
an assessment levied against property
to pay for local improvements,

4) Zoning costs, and

5) The capitalized value of a redeemable
ground rent.

Assessments for local improvements.
Add assessments for items such as streets
and sidewalks, which increase the value of
the property assessed, to the basis of the
property. Do not deduct them as taxes. How-
ever, you can deduct assessments for main-
tenance or repair or for meeting interest
charges on the improvements as taxes.

Decreases to Basis
Some items that reduce the basis of your
property are:

1) The section 179 deduction,

2) The deduction for clean-fuel vehicles
and clean-fuel refueling property,

3) Nontaxable corporate distributions,

4) Recognized losses on involuntary
exchanges,

5) Deductions previously allowed (or allow-
able) for amortization, depreciation, and
depletion,

6) Exclusions from income of subsidies for
energy conservation measures,
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7) Credit for qualified electric vehicles,

8) Gain from the sale of your old home on
which tax was postponed,

9) Investment credit (part or all of credit)
taken,

10) Casualty and theft losses,

11) Certain cancelled debt excluded from
income,

12) Rebates received from the manufac-
turer or seller,

13) Easements,
14) Residential energy credit,
15) Gas-guzzler tax, and

16) Tax credit or refund for buying a diesel-
powered highway vehicle.

Some of these decreases to basis are dis-
cussed next.

Section 179 deduction. If you elect to take
the section 179 deduction for all or part of the
cost of business property, decrease the ba-
sis of the property by the deduction. For
more information, see Chapter 13.

Casualties and thefts. If you have a casu-
alty or theft loss, decrease the basis of your
property by the amount of any insurance or
other reimbursement you receive and by any
deductible loss not covered by insurance.
However, increase your basis for amounts
you spend after a casualty to restore the
damaged property. For more information,
see Chapter 26.

Easements. The amount you receive for
granting an easement is usually considered
to be from the sale of an interest in your real
property. It reduces the basis of the affected
part of the property. If the amount received is
more than the basis of the part of the prop-
erty affected by the easement, reduce your
basis to zero and treat the excess as a rec-
ognized gain. See Easements in Chapter
22.

Diesel-powered vehicle. If you received an
income tax credit or refund for buying a die-
sel-powered highway vehicle, reduce your
basis in that vehicle by the credit or refund al-
lowable. For more information about this
credit or refund, see Publication 378.

Credit for qualified electric vehicle. If you
claim the credit for qualified electric vehicles,
you must reduce the basis of the property on
which you claimed the credit. For more infor-
mation on this credit, see Chapter 15 in Pub-
lication 535.

Deduction for clean-fuel vehicles and
clean-fuel vehicle refueling property. If
you take either the deduction for clean-fuel
vehicles or clean-fuel vehicle refueling prop-
erty, or both, you must decrease the basis of
the property by the amount of the deduction.
For more information on these deductions,
see Chapter 15 in Publication 535.
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Table 6-1.

Examples of Increases and Decreases to Basis

depletion, or amortization.

This chart shows some common examples of items that increase or decrease basis.
Usually, you must make these adjustments to basis before you can figure any gain or loss
on a sale, exchange, or other disposition of property, or figure allowable depreciation,

Increases to Basis

Capital improvements:

« Putting an addition on your home
« Replacing an entire roof

« Paving your driveway

« Installing central air conditioning
* Rewiring your home

Assessments for local improvements:
« Water connections

« Sidewalks

* Roads

Casualty Losses:
« Restoring damaged property

Decreases to Basis

Exclusion from income of subsidies for
energy conservation measures:
* Amount of the exclusion

Casualty or theft losses:
« Insurance reimbursements
« Casualty or theft loss deductions

Easements:
« Amount received for granting an
easement

Credit for qualified electric vehicles:
* Amount of the credit

Gain from the sale of your old home on
which tax was postponed:
* Amount of gain

Residential energy credit:

« Amount of the credit if the cost of the
energy item was previously added to the
basis of your home

Section 179 deduction:
« Amount of the deduction

Deduction for clean-fuel vehicles and
clean-fuel vehicle refueling property:
« Amount of the deduction

Depreciation:

* The greater of the depreciation deduction
that decreased your tax liability for any
year or the deduction you could have
taken under the depreciation method that
you selected

Corporate distributions:
» Nontaxable amount

Exclusion from income of subsidies for
energy conservation measures. If you re-
ceived a subsidy from a public utility com-
pany for the purchase or installation of any
energy conservation measure, you can ex-
clude it from income. Reduce the basis of the
property on which you received the subsidy
by the excluded amount. For more informa-
tion on this subsidy, see Publication 525.

Gas-guzzler tax. Decrease the basis in
your car by the gas-guzzler (fuel economy)
tax if you begin using the car within 1 year of
the date of its first sale for ultimate use. This
rule also applies to someone who later buys
the car and begins using it not more than 1
year after the original sale for ultimate use. If
the car is imported, the one-year period be-
gins on the date of entry or withdrawal of the
car from the warehouse if that date is later
than the date of the first sale for ultimate use.
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Depreciation. Decrease the basis of your
property by the amount of depreciation you
could have deducted on your tax returns
under the method of depreciation you se-
lected. If you deducted more depreciation
than you should have, decrease your basis
as follows. Decrease it by an amount equal
to the depreciation you should have de-
ducted as well as by the part of the excess
depreciation you deducted that actually re-
duced your tax liability for any year.

If you took less depreciation than you
could have, decrease your basis by the
amount you could have deducted. If you did
not take a depreciation deduction, figure the
amount of depreciation you could have taken
as explained in Chapter 13.

In decreasing your basis for depreciation,
take into account the amount deducted on
your tax returns as depreciation expense,
and any depreciation you must capitalize
under the uniform capitalization rules.

Canceled Debt Excluded from
Income

You may have to reduce the basis of your
property if you exclude canceled debt from
income. You can exclude your canceled debt
from income if the debt is:

1) Canceled in atitle 11 bankruptcy case
or when you are insolvent,

2) Qualified farm debt, or

3) Qualified real property business indebt-
edness (provided you are nota C
corporation).

If you exclude canceled debt from income,
you may have to reduce the basis of your de-
preciable property.

For more information on canceled debt in
a bankruptcy case or during insolvency, see
Publication 908. For more information on
canceled debt that is qualified farm debt, see
Chapter 4 in Publication 225.

Adjusted Basis Example

In January 1989, you paid $80,000 for real
property to be used as a factory. You also
paid commissions of $2,000 and title search
and legal fees of $600. You allocated the to-
tal cost of $82,600 between the land and the
building—$10,325 for the land and $72,275
for the building. Immediately, you spent
$20,000 in remodeling the building before
you placed it in service. You were allowed
depreciation of $14,526 for the years 1989
through 1993. In 1992 you had a casualty
loss that was not covered by insurance of
$5,000 on the building from a fire. This loss
was claimed as a deduction. You spent
$5,500 to repair the fire damages. The ad-
justed basis of the building on January 1,
1994, is figured as follows:

Building
Original cost of building,
including fees and
COMMISSIONS .............. $72,275
Adjustments to basis:
Add: ...
Improvements ........ 20,000
Repair of fire damage 5,500
$97,775
Subtract:
Depreciation .......... $14,526
Casualtyloss ......... 5,000 19,526
Adjusted basis on January 1, 1994 $78,249

The basis of the land, $10,325, remains
unchanged. It is not affected by any of the
above adjustments, which affect only the
basis of the building.

Other Basis

There are many times when you cannot use
cost as basis. In these cases, the fair market
value of the property, or the adjusted basis of
certain property may be important.

Fair market value (FMV). FMV is the price
at which the property would change hands



between a buyer and a seller, neither having
to buy or sell, and both having reasonable
knowledge of all necessary facts. Sales of
similar property, on or about the same date,
may be helpful in figuring the property’s
FMV.

Property for services. If you receive prop-
erty for services, include the property’s FMV
in income. The amount you include in in-
come becomes your basis. If the services
were performed for a price agreed on before
hand, it will be accepted as the FMV of the
property if there is no evidence to the
contrary.

Restricted property. If you receive
property for services and the property is sub-
ject to certain restrictions, your basis in the
property is its FMV when it becomes sub-
stantially vested. Property becomes sub-
stantially vested when you can transfer it or it
is not subject to a substantial risk of forfei-
ture. For more information on restricted prop-
erty, see the discussion on Restricted Prop-
erty Received for Services in Publication
525.

Taxable exchanges. Ataxable exchange is
an exchange on which the gain is taxable, or
the loss is deductible. If you receive property
in exchange for other property in a taxable
exchange, the basis of the property you re-
ceive is usually its FMV at the time of the
exchange.

Involuntary Exchanges

If you acquire property as a result of an invol-
untary exchange such as a casualty, theft, or
condemnation, you may figure the basis of
the replacement property using the basis of
the property exchanged. See Chapter 26.

Similar or related property. If you receive
property that is similar or related in service or
use to the property exchanged, the new
property’s basis is the same as the old
property’s basis on the date of the exchange
with the following adjustments:

1) Decreased by—

a) Any loss recognized on the exchange,
and

b) Any money received that was not
spent on similar property.

2) Increased by—

a) Any gain recognized on the ex-
change, and

b) Any cost of acquiring replacement
property.

Not similar or related property. If you re-
ceive money or other property that is not sim-
ilar or related in service or use to the old
property, and you buy new property that is
similar or related in service or use to the old
property, the basis of the new property is the
cost of the new property decreased by the
amount of gain that is not recognized on the
exchange.

Example. The state condemned your
property. The property had an adjusted basis
of $26,000, and the state paid you $31,000
for it. You realized a gain of $5,000 ($31,000
- $26,000). You bought new property that is
similar in use to the old property for $29,000.
You recognize a gain of $2,000 ($31,000 -
$29,000), the unspent part of the payment
from the state. The basis of the new property
is figured as follows:

Cost of new property ................... $29,000
Minus: Gain notrecognized ............ 3,000
Basis of the new property ............... $26,000

Allocating the basis. If you buy more than
one piece of replacement property, allocate
your basis among the properties based on
their respective costs.

If, in the previous example, the state had
condemned unimproved real property, and
the new property you bought was improved
real property with both land and buildings,
make an allocation. Take the new property’s
$26,000 basis and allocate it between land
and buildings based on their costs.

See Chapter 26 for more information on
the involuntary exchange rules.

Nontaxable Exchanges

A nontaxable exchange is an exchange in
which any gain is not taxed and any loss can-
not be deducted. If you receive property in a
nontaxable exchange, its basis is usually the
same as the basis of the property you
exchanged.

Like-Kind Exchanges

The exchange of property for the same kind
of property is the most common type of non-
taxable exchange.

To qualify as a like-kind exchange, both
the property you exchange and the property
you receive must be held for business or in-
vestment purposes. There must be an ex-
change of like-kind property (depreciable
tangible personal property may be like-class
property). For other requirements, see Like-
kind exchanges, in Chapter 22.

The basis of the property you receive is
the same as the property you gave up.

Example. You exchange real estate (ad-
justed basis $50,000, FMV $80,000) held for
investment for other real estate (FMV
$80,000) held for investment. Your basis in
the new property is the same as the basis of
the old ($50,000).

Property plus cash. If you trade property in
a nontaxable exchange and pay money, the
basis of the property you receive is the basis
of the property you exchanged increased by
the money you paid.

Example. You trade in a truck (adjusted
basis $3,000) for another truck (FMV $7,500)
and pay $4,000. Your basis in the new truck
is $7,000 (the $3,000 basis of the old truck
plus the $4,000 paid).
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Special rules for related persons. If alike-
kind exchange is made directly or indirectly
between related persons and either party
disposes of the property within 2 years after
the exchange, the exchange is disqualified
from like-kind exchange treatment. Each
person must report any gain or loss not rec-
ognized on the original exchange. Each per-
son reports it on the tax return filed for the
year in which the later disposition occurred. If
this special rule applies, the basis in the
property received in the original exchange
will be its fair market value.

These rules generally do not apply to dis-
positions due to:

1) The death of either related person,
2) Involuntary conversions, or

3) Exchanges whose main purpose is not
the avoidance of federal income tax.

Related persons. Generally, related
persons are ancestors, lineal descendants,
brothers and sisters (whole or half), and a
spouse.

For other “related persons” (i.e., two or
more corporations, an individual and a cor-
poration, a grantor and fiduciary, etc.) see
the rules relating to losses under Sales and
Exchanges Between Related Parties in
Chapter 23.

Exchange of businesses. Exchanging the
assets of business for the assets of another
business is a multiple asset exchange. For
information on determining basis in a multi-
ple asset exchange, see Multiple Property
Exchanges, in Publication 544.

Partially nontaxable exchange. A partially
nontaxable exchange is an exchange in
which you receive unlike property or money
in addition to like property. The basis of the
property you receive is the same as the basis
of the old property with the following
adjustments:

1) Decreased by—

a) Any money you received, and

b) Any loss recognized on the exchange.
2) Increased by—

a) Any additional costs incurred, and

b) Any gain recognized on the
exchange.

The other party to the transaction who as-
sumes your liabilities (including a nonre-
course obligation), treats them as money
transferred to you in the exchange.

Allocate the basis among the properties,
other than money, you received in the ex-
change. In making this allocation, the basis
of the unlike property is its FMV on the date
of the exchange. The remainder is the basis
of the like property.

Example 1. You exchange a truck (ad-
justed basis $6,000) for a new, smaller truck
(FMV $5,200) and $1,000. You have a rec-
ognized gain of $200 ($6,200 — $6,000).
Your basis in the new truck is figured as
follows:
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Adjusted basis ofold truck ............... $6,000
Minus: Cashyoureceived ............... 1,000

$5,000
Plus: Gainrecognized ................... 200
Basis of new truck $5,200

Example 2. You had an adjusted basis
of $15,000 in real estate you held for invest-
ment. You exchange it for other real estate to
be held for investment with a fair market
value of $12,500, a truck with a FMV of
$3,000, and $1,000. You have a gain of
$1,500 ($16,500 - $15,000) recognized on
the exchange. Your basis in the properties
you received is:

Adjusted basis of real estate transferred ~ $15,000

Minus: Cashreceived .................. 1,000
$14,000
Plus: Gainrecognized .................. 1,500

Total basis of properties received $15,500

Allocate the total basis of $15,500 between
the truck and the real estate. The basis of the
truck is its FMV, $3,000, and the basis of the
real estate is the remainder, $12,500.

Trade-in or sale and purchase. If a sale
and purchase are a single transaction, you
cannot increase the basis of property for de-
preciation by selling your old property out-
right to a dealer and then buying new prop-
erty from the same dealer. If your sale of old
property and purchase of new property are
dependent on each other, you are consid-
ered to have traded in your old property.
Treat the transaction as an exchange no
matter how it is carried out. You cannot avoid
this trade-in rule by using a subsidiary in the
transaction.

Exchange — loss not recognized. If you
have an exchange that results in an unrecog-
nized loss, the basis of the new property is
the basis of the old property decreased by
any money received. Allocate this basis
among the properties, other than money, re-
ceived in the exchange. In making this allo-
cation, the basis of unlike property is its FMV
on the date of the exchange. The remainder
is the basis of the like property.

Example. You exchanged a fishing boat
(adjusted basis $18,000) used in your busi-
ness for a smaller fishing boat (FMV
$14,000) to be used in your business, a truck
(FMV $2,500) for personal use, and $500.
Do not recognize the loss of $1,000 ($17,000
-$18,000). Your basis in the properties you
receive is:

Adjusted basis of your old boat ......... $18,000
Minus: Cash youreceived .............. 500

Total basis of properties received $17,500
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Of the total basis of $17,500, $2,500 is for
the truck you received and the remaining
$15,000 is the basis of your new boat.

Partial Business Use of Property

If you have property used partly for business
and partly for personal use, and you ex-
changed it in a nontaxable exchange for
property to be used wholly or partly in your
business, the basis of the property you re-
ceive is figured as if you exchanged two
properties. The first is an exchange of like-
kind property. The second is personal use
property on which gain is recognized and
loss is not recognized.

First, figure your adjusted basis in the
property you transfer as if you transferred
two separate properties. Figure the adjusted
basis of each part of the property by taking
into account any adjustments to basis. De-
duct the depreciation you took or should
have taken from the adjusted basis of the
business part. Then figure the amount real-
ized for your property and properly allocate it
to the business and nonbusiness portions of
the property you transferred.

In this case, you exchanged property per-
mitted to be exchanged tax free. Recognize
any gain from the transaction on your per-
sonal-use property. The basis of the property
acquired is the total basis of the properties
transferred, adjusted to the date of the ex-
change, increased by the gain recognized on
the other property. You are deemed to have
received in exchange for your other property
an amount equal to its fair market value on
the date of the exchange.

Listed property. Special rules apply to
listed property not used 100% in your busi-
ness. Listed property includes:

Any automobile, or other property used
for transportation,

Property used for entertainment such as
photographic and video recording
equipment,

Cellular telephone or similar equipment,
and

Computers and related peripheral equip-
ment not used exclusively at a regular
business location.

Under a special rule, when listed property
used less than 100% for business is traded
for business property, your basis for depre-
ciating the newly acquired property must be
adjusted. First, figure the adjusted basis of
the old property. Add to this adjusted basis
any additional amount paid for the new prop-
erty. Finally, subtract from that total any re-
mainder of:

1) The depreciation that would have been
allowable if the old property had been
used 100% for business or investment
purposes, over

2) The depreciation allowed for the old
property.

Use this adjusted basis only for depreciating
the new property. Do not use it to figure a
gain or loss on the sale of the new property.

Property changed to business or rental
use. When you hold property for personal
use and change it to business use or use it to
produce rent, you must figure the basis for
depreciation. An example of this would be
renting out your former main home.

Basis for depreciation. The basis for
depreciation equals the lesser of:

1) The FMV of the property on the date of
the change, or

2) Your adjusted basis on the date of the
change.

Example. Several years ago you paid
$60,000 to have your house built on a lot that
cost you $10,000. Before changing the prop-
erty to rental use last year, you paid $20,000
for permanent improvements to the house
and claimed a $2,000 casualty loss deduc-
tion for damage to the house. Because land
is not depreciable, you can only include the
cost of the house when figuring the basis for
depreciation.

Your adjusted basis in the house when
you change its use is $78,000 ($60,000 +
$20,000 -$2,000). On the date of change,
your property has a FMV of $80,000, of
which $15,000 is for the land and $65,000 for
the house. The basis for depreciation on the
house is $65,000, the FMV at the date of the
change in use, because it is less than your
adjusted basis ($78,000).

Sale of property. If you later sell or dis-
pose of the property, the basis of the prop-
erty you use will depend on whether you are
figuring gain or loss.

Gain. The basis for gain is your adjusted
basis when you sell the property. Assume
the same facts as in the previous example,
except that after being allowed depreciation
deductions of $3,750 you sell the property at
a gain. Your adjusted basis in this case
would be $84,250 ($78,000+$10,000 (land)
-$3,750).

Loss. Figure the basis for loss using the
smaller of your adjusted basis or the FMV at
the time of the change. Assume the same
facts as in the previous example, except that
after being allowed depreciation deductions
of $3,750 you sell the property at a loss. Your
adjusted basis in this case would be the FMV
($80,000) because it is less than the ad-
justed basis ($88,000) on the date of the
change. That amount ($80,000) is reduced
by the depreciation deduction to arrive at a
basis of $76,250 ($80,000-$3,750).



Part Three.

Figuring
Gross Profit

This Part discusses the items that go into figuring the gross profit of your
business—gross receipts and the cost of goods sold. The method for
figuring gross profit is essentially the same whether your business is a sole
proprietorship, a partnership, or a corporation.

7.
Business Income

Important Change
for 1994

New Form 1099-C. Beginning in 1994, cer-
tain financial entities, including financial insti-
tutions, credit unions, and federal govern-
ment agencies, are required to report on
Form 1099-C, Cancellation of Debt, any
canceled debt of $600 or more. The form
must be filed even though the debtor may not
be subject to tax on the debt. See Canceled
Debt, later.

Introduction

You must report on your tax return any in-
come you receive from your trade or busi-
ness or any other source unless it is ex-
cluded by law. The income can be in the form
of cash, property, or services. Some types of
income are:

1) Interest, dividends, rents, royalties.

2) Payment for services, including fees,
commissions, fringe benefits, and simi-
lar items.

3) Gain from the sale or exchange of prop-
erty (see Chapter 22).

4) Income from the discharge of
indebtedness.

5) Distributive shares of partnership gross
income (see Chapter 29).

Topics
This chapter discusses:
* Kinds of income
* Items that are not income
» Accounting for your income
* Prepaid income

Useful Items
You may want to see:

Publication
0 225 Farmer's Tax Guide
0 525 Taxable and Nontaxable Income

0 550 InvestmentIncome and
Expenses

0 908 Tax Information on Bankruptcy

0O 1212 List of Original Issue Discount
Instruments

Kinds of Income

This chapter primarily covers income from a
trade or business. Income you may receive
includes:

Business income. Business income is in-
come you receive when you sell your product
or services. Interest is business income to a
lending company. Fees are business income
to a professional person. Rents are business
income to a person in the real estate busi-
ness. Dividends generally are business in-
come to a dealer in securities. All income re-
ceived by a corporation is business income
regardless of its source.

Example. You work full time as a
mechanical engineer for an aircraft manufac-
turer. During your nonworking hours, you are
an artist. The income you receive from the
sale of your paintings is business income.

Assignment of income. All income you
earn is taxable to you. You cannot avoid the
tax by having the income paid to a third party.

Example. You rent out your property and
the rental agreement directs the tenant to
pay the rent to your son. The amount paid to
your son is gross income to you.

Property or Services
(Barter)

An exchange of property or services for your
property or services is sometimes called bar-
tering. Income received in the form of prop-
erty or services must be included in income
at its fair market value on the date received.
If you receive the goods or services of an-
other in return for your goods or services and
you both have definitely agreed ahead of
time as to the value of the goods or services,
that value will be accepted as fair market
value, unless the value can be shown to be
otherwise.

Example 1. You perform legal services
for a client, a small corporation. In payment
for your services, you receive shares of stock
in the corporation. You must include the fair
market value of the shares in income.
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Example 2. Both you and a house
painter are members of a barter club, an or-
ganization that each year gives its members
a directory of members and the services
each member provides. Members get in
touch with other members directly and bar-
gain for the value of the services to be
performed.

In return for accounting services you pro-
vided for the house painter’s business, the
house painter painted your home. The fair
market value of the services you received
from the house painter must be included in
your income, and the fair market value of
your accounting services must be included in
the house painter’s income.

Example 3. You are a member of a bar-
ter club that uses credit units to credit or debit
members’ accounts for goods or services
provided or received. As soon as units are
credited to a member’s account, the member
can use them to buy goods or services or sell
or transfer the units to other members.

The value of credit units received must be
included in your gross income for the tax
year in which the units are credited to your
account.

The dollar value of units received for ser-
vices by an employee of the club, who can
use the units in the same manner as other
members, must be included in the employ-
ee’s gross income for the tax year in which
received and is wages for social security and
Medicare taxes (FICA), federal unemploy-
ment taxes (FUTA), and income tax with-
holding. See Chapter 34.

Example 4. You are a cash method tax-
payer. You join a barter club and agree to
provide specific services to any member for
a specified number of hours. Each member
has access to a directory that lists the mem-
bers of the club and the services available.

Members contact each other directly and
request services to be performed. You are
not required to provide services unless re-
quested by another member, but you can
use as many of the offered services as you
wish without paying a fee.

You must include the fair market value of
any services you receive from club members
in your income when you receive them even
if you have not provided any services to club
members.

When to include in income. If you receive
income in the form of property or services,
you may have to include the value of the
property or services in your income even
before you get physical possession of the
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property or make use of the services. See
Constructive receipt, later in this chapter.

Rents. If you receive property or services as
a payment of rent, you must include the fair
market value of the property or services in
your income.

Example. You own an apartment build-
ing, and you received a work of art created
by an artist in return for the artist's rent-free
use of an apartment for six months. The fair
market value of the art work is included in
your income, and the fair rental value of the
apartment is included in the artist’s gross
income.

Property as dividend. If you receive prop-
erty in exchange for a dividend, include the
fair market value of the property in income.

Information returns. If you are involvedin a
bartering transaction you may be required to
file information returns. See Chapter 37 for
more details.

Rental Income

The amount you get from the rental of any
property is included in your gross income.
For rental property, gross income means
gross receipts from rents.

Prepaid rent. Advance payments received
under a lease that does not put any restric-
tion on their use or enjoyment are income in
the year they are received. This is true no
matter what accounting method or period
you use.

Lease bonus. A bonus that you receive
from a tenant for granting a lease is an addi-
tion to the rent and included in your rental in-
come in the year it is received.

Lease cancellation payments. Payments
that you receive from your tenant for cancel-
ing a lease are reported in gross income in
the year received.

Payments to third parties. If your tenant
makes payments to someone else under an
agreement to pay your debts or obligations,
the payments are included in your rental in-
come when the tenant makes the payments.
A common example of this kind of income is
atenant’s payment of the landlord’s property
taxes on leased real property.

Settlement payments. Payments received
by the landlord in settlement of a tenant’s ob-
ligation to restore the leased property to its
original condition are income in the amount
that the payments exceed the adjusted basis
of the leasehold improvements destroyed,
removed, or disconnected by the tenant.

Interest and Dividend
Income

Interest and dividends may be considered
business income.
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Interest. Interest received on loans is busi-
ness income if you are in the business of
lending money. In any business, interest re-
ceived on notes receivable that you have ac-
cepted in the ordinary course of business is
business income.

Discounted loans. If you are in the loan
business, any payment you receive on a dis-
counted loan usually includes both principal
and interest. If you are a cash basis tax-
payer, part of the discount is interest income
to you when you receive each payment. If
you are an accrual method lender, the dis-
count is includible in income as it accrues
over the term of the loan, or it is includible as
you receive the payments if you receive the
payments before they accrue.

Uncollectible loans. If aloan payable to
you becomes uncollectible during the tax
year, and you are on an accrual method of
accounting, you must include in gross in-
come interest accrued up to the time the loan
became uncollectible. If the accrued interest
later becomes uncollectible, you may be able
to take a bad debt deduction. See Chapter
15.

Unstated interest. If little or no interest
is charged on an installment sale, unstated
interest is considered to be included in the
payments received. See Unstated Interestin
Chapter 25.

Bond premium. If a corporation issues
bonds and gets more than the face value of
the bonds in return, the amount received that
is greater than the face value is called bond
premium. Bond premium is included in the
corporation’s income, but not all of it is in-
cluded in the year the bonds are issued. Part
of the premium is included in income in each
tax year during the term of the bonds.

To figure how much to include for each
tax year, divide the number of months the
bonds are outstanding during the year by the
number of months from the date of issue to
the date of maturity. Then multiply this an-
swer by the total bond premium, less any
conversion feature. For purposes of deter-
mining premium, other interest-bearing obli-
gations issued by corporations, such as de-
bentures, notes, and certificates, are treated
the same way.

Original issue discount (OID). If abond
is issued for a lower price than the amount
the issuer will pay when the bond matures,
the difference between the two amounts is
OID, which is the opposite of bond premium,
just explained. You include bond premium in
income if you are the issuer of the bond. You
include OID in income if you are the pur-
chaser of the bond.

OID must be included in your gross in-
come as ordinary income even though the
bond is a capital asset in your hands. How-
ever, if the OID is less than one-fourth of 1%
of the stated redemption price at maturity
times the number of full years from original
issue to maturity, the OID is considered to be
zero.

OID on a note issued by a municipality is
considered tax-exempt interest if the note is
not an industrial development bond or arbi-
trage bond. However, any gain on the sale or

redemption of a municipal bond is not tax-ex-
empt interest. See Publication 550.

For corporate bonds issued before May
28, 1969, or for government bonds issued
before July 2, 1982, you are not required to
include the original issue discount in income
until the year the bond (or other evidence of
indebtedness) is sold, exchanged, or
redeemed.

If you hold a corporate bond or other evi-
dence of indebtedness issued after May 27,
1969, you must include part of the OID in in-
come each tax year you own the bond. The
rules for figuring how much discount to in-
clude in income for a tax year are different for
obligations issued after July 1, 1982, and ob-
ligations issued after December 31, 1984.

For information on how much OID to in-
clude in income for a tax year, see Publica-
tion 1212.

Dividends. Generally, dividends are busi-
ness income to dealers in securities. They
also are business income to partnerships
and corporations that have invested their
funds in stocks. To most people engaged in
business, however, dividends are nonbusi-
ness income. If an individual holds stock as
a personal investment separately from the
individual's business activity, the dividends
from the stock are nonbusiness income.

Canceled Debt

Beginning in 1994, certain financial entities,
including financial institutions, credit unions,
and federal government agencies, are re-
quired to report on Form 1099-C, Cancella-
tion of Debt, any canceled debt of $600 or
more. The form must be filed even though
the debtor may not be subject to tax on the
debt.

General Rule

Generally, if a debt you owe is canceled or
forgiven, other than as a gift or bequest, you
must include the canceled amount in your
gross income for tax purposes. A debt in-
cludes any indebtedness for which you are li-
able or which attaches to property you hold.

Example. You obtained a mortgage loan
on your home several years ago at a rela-
tively low rate of interest. This year, in return
for your paying off the loan early, the lending
institution cancels part of the remaining prin-
cipal. You must include the amount canceled
in gross income.

Exceptions to General Rule

The following discussion covers exceptions
to the general rule for canceled debt.

Deductible debt. You do not realize income
from debt cancellation to the extent that pay-
ment of the debt would have given rise to a
deduction.

Example. You own a business and ob-
tain accounting services on credit. Later,
when you are having trouble paying your
business debts (you are not bankrupt or in-
solvent), your accountant forgives part of the



amount you owe for the accounting services.
How you treat the cancellation depends on
your method of accounting:

1) Cash method — You do not include the
debt cancellation in income because
payment for the services would have
been deductible as a business expense.

2) Anaccrual method — Your accountant’s
cancellation of the debt must be in-
cluded in income. This is because,
under an accrual method of accounting,
the expense is deductible when the lia-
bility is incurred, not when the debt is

paid.

~

For information on the cash and accrual
methods of accounting, see Chapter 4.

Price reduced after purchase. If you owe a
debt to the seller for property you purchased,
and the seller reduces the amount you owe,
generally you do not have income from the
reduction. The part of the debt reduced is
treated as a purchase price adjustment and
reduces your basis in the property.

Discharge of qualified real property busi-
ness indebtedness. Qualified real property
business indebtedness is indebtedness
(other than qualified farm debt):

1) Thatwas incurred or assumed in con-
nection with real property used in a
trade or business,

2) Thatwas secured by such real property,
3) Thatwas incurred or assumed:
a) Before January 1, 1993, or

b) Ifincurred or assumed on or after that
date, is to acquire, construct, or sub-
stantially improve such real property,
and

4) To which you elect to apply these rules.

Qualified indebtedness includes refi-
nancing of indebtedness described in (3)
above, but only to the extent it does not ex-
ceed the amount of indebtedness being
refinanced.

The amount excluded cannot exceed:

1) The excess (if any) of:

a) The outstanding principal amount of
the debt (immediately before the dis-
charge), minus

b

~

The fair market value (immediately
before the discharge) of the business
real property that is security for the
debt, reduced by any outstanding
principal amount of any other qualified
real property business indebtedness
secured by this property as of the time
of the discharge.

2) The total adjusted bases of depreciable
real property (after reductions of tax at-
tributes) held by you immediately before
the discharge. These adjusted bases
are determined after any basis reduction

due to a discharge in bankruptcy, insol-
vency, or of qualified farm indebted-
ness. Depreciable real property ac-
quired in contemplation of the discharge
is not taken into account.

Stockholder canceled debt. If you, as a
stockholder, gratuitously cancel a debt owed
to you by the corporation, the transaction is
generally a contribution to the capital of the
corporation in the amount of the canceled
principal portion of the debt, so no income is
realized by the corporation.

However, a solvent, accrual method cor-
poration may be required to report as income
any unpaid interest it previously deducted on
its debt to you. In the year the debt is for-
given, the corporation would include in gross
income the unpaid interest it had deducted,
but only up to the amount of the deductions
that had lowered its tax in earlier tax years.

Bankruptcy. A canceled debt is not in-
cluded in gross income if the cancellation
takes place in a bankruptcy case under title
11 of the United States Code (the Bank-
ruptcy Code). See Publication 908 for more
information.

Insolvency. Do notinclude a canceled debt
in gross income if the cancellation takes
place when you are insolvent and the
amount excluded is not more than the
amount by which you are insolvent. See
Publication 908 for information on
insolvency.

Qualified farm debt. Do not include a quali-
fied farm debt in gross income. See Cancel-
lation of Debtin Chapter 4 of Publication 225
for more information.

Other Income

The following discussion includes other
types of business income you may receive.

Restricted property. If you receive re-
stricted stock or other property for services
performed, the fair market value of the prop-
erty in excess of your cost is included in your
income when the restriction is lifted. How-
ever, you can elect to be taxed in the year
you receive the property. For more informa-
tion on including restricted property in in-
come, see Publication 525.

Capital gains. Gains from the sale or ex-
change of capital assets are included in your
gross income. Under certain conditions,
some business assets may be treated as
capital assets when they are sold or ex-
changed. See Chapter 23.

Franchises, trademarks, trade names.
Amounts you receive or accrue during your
tax year that are based on the productivity,
use, or disposition of a franchise, trademark,
or trade name are generally includible in
gross income as ordinary income. See
Chapter 23.
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Promissory notes. Negotiable promissory
notes and other evidences of indebtedness,
given to you by a responsible and solvent
maker are reported in gross income at their
fair market value when they are received, if
they are received as a part of your sales
price and you use the cash method of
accounting.

Discounting notes receivable. The dis-
counting of notes receivable is a common
practice in some businesses. Many dealers
receive the notes of customers as payment
for articles sold. These notes are payable
over a fixed period of time. The dealer then
sells the notes to a finance company, usually
for an amount lower than the face value of
the notes.

The dealer and the finance company
often agree that a part of the price will be
held by the finance company in a dealer’s
reserve or similar account until collections
are made or the reserve reaches a specified
total. Then the finance company pays or
credits the amount in the reserve to the
dealer. Amounts held in the reserve are con-
sidered income to the dealer.

Under an accrual method of accounting,
the full amount of the discount price, not re-
duced by the reserve held by the finance
company, is included in income when the
notes are sold. This practice of discounting
notes receivable is sometimes used by auto-
mobile dealers.

Losses on worthless notes. Losses on
worthless notes that the finance company
can charge against the reserve have no
bearing on the fact that taxable income has
been received by the dealer.

Damages. You mustinclude in gross income
compensation you receive during the tax
year as a result of:

1) Patentinfringement,
2) Breach of contract or fiduciary duty, or
3) Antitrust injury.

Economic injury. You may be entitled
to a deduction against the income if it com-
pensates you for actual economic injury.
Your deduction is the smaller of:

1) The amount you receive or accrue for
damages in the tax year reduced by the
amount you pay or incur in the tax year
to recover that amount, or

2) The amount of your loss from the injury
that you have not yet deducted.

Punitive damages. You